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NONCASH DIVIDENDS AND STOCK RIGHTS 
AS METHODS FOR AVOIDANCE OF THE 
UNDISTRIBUTED PROFITS TAX" 


DAVID L. ROLBEIN? 


ONSIDERABLE interest was aroused, at the time of the 
enactment of the Revenue Act of 1936 with its attendant 
undistributed profits tax, in the question whether cor- 

porations would contemplate the distribution of earnings to stock- 
holders in forms other than cash. The evident intent of the law 
was to stimulate the declaration of dividends. However, the Bu- 


* The author wishes to express his gratitude to Dr. Carl S. Shoup, of Columbia 
University, whose guidance and suggestions have made this study possible. The 
writer is indebted also to Professor David L. Dodd and Mr. William H. Shaw for 
their generous assistance and constructive criticism. 

2 Research assistant, National Bureau of Economic Research. 

3 The base for the tax was adjusted net income that had not been distributed. 
Adjusted net income was defined as net income minus the sum of the corporation 
normal tax and interest on United States government obligations. Undistributed 
net income meant the adjusted net income less the sum of dividends paid. The 
surtax rates for the undistributed profits tax were as follows: 


First 10 per cent of adjusted net income 

Next ro per cent of adjusted net income 

Next 20 per cent of adjusted net income 

Next 20 per cent of adjusted net income 

Remainder of adjusted net income 
These rates, as has been explained, applied only to undistributed net income. For 
example, if a corporation, after having paid dividends, retained profits amounting 
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reau of Internal Revenue as well as all analysts of the law recog- 
nized that a corporation, finding it difficult to obtain working 
capital and, consequently, desirous of retaining such cash as it 
had, might declare dividends in stock or in rights, thereby re- 
ducing its undistributed income, and hence the tax, in the same 
proportion as if it had disbursed the cash. 

To ascertain the extent to which the new tax did in fact in- 
fluence dividend policy in this direction, an investigation of the 
dividend policies of corporations during the second half of 1936 
and all of 1937 was undertaken. The information contained in 
this study and presented in this paper was derived almost en- 
tirely from financial periodicals. These include Standard Corpora- 
tion Records, Moody’s Manual of Investments, the Commercial and 
Financial Chronicle, the Fitch Service, and Poor’s Volumes. Its 
accuracy is therefore dependent upon the accuracy of the data 
reported by these sources. 

The procedure followed for the collection of facts was a simple 
one. The manuals were consulted thoroughly for notices of divi- 
dend declarations, issuances of stock rights, corporate recapitali- 
zations, and for any other corporate practices which might have 
been construed as relating to the undistributed profits tax. The 
data thus obtained were scrutinized, sifted, and arranged to form 
the factual material contained in this paper. At the outset it 
must be emphasized that the financial services fail to include re- 
ports on small corporations; therefore, complete coverage of all 
corporations is impossible. The data on corporations whose assets 
are valued at $1,000,000 or more are, however, complete. 


to 25 per cent of adjusted net income, the rates of 7 per cent and 12 per cent were 
equally applicable on the first 20 per cent and the rate of 17 per cent was applicable 
on the remaining 5 per cent. 

The tax has been drastically reduced in the Revenue Act of 1938. Adjusted net 
income is defined in the same way as in 1936, but the concept of undistributed net 
income has been eliminated. The only remnant of the undistributed profits tax 
is retained in the allowance of 2} per cent of the amount of dividends paid as a 
deduction from the tentative normal tax of 19} per cent, the credit never to exceed 
2} per cent of adjusted net income. Thus, a study for 1938 would not be comparable, 
and would probably show very little. 
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LEGAL CONSIDERATIONS 


The numerous problems that arise in connection with corporate 
distributions have resulted in the development of the United 
States Supreme Court’s concept of income. For the purposes of 
this paper it will not be necessary to go deeply into the many 
ramifications of the concept of taxable income.‘ It is evident, 
however, that no consistent definition of income has been afforded 
by the Supreme Court. In the decision in Eisner v. Macomber’ 
the Court concluded that a stock dividend is not income. This 
decision, however, dealt with a dividend of common stock to a 
common stockholder. It was not until 1936, sixteen years after 
Eisner v. Macomber, that the Supreme Court reached a specific 
decision upon the question of the taxability of dividends to pre- 
ferred stockholders in common stock or in preferred stock.® In 
Koshland v. Helvering the Supreme Court ruled that a preferred 
shareholder who receives common stock as a dividend “has re- 
ceived the new and separate rights of a common stockholder— 
increased participation in dividends and in assets upon liquida- 
tion and voting rights.’’? The Court further stated that these new 
rights constitute income to the shareholder. 

The further questions of whether a dividend to common share- 
holders in preferred stock or a dividend in bonds to common or 
preferred holders are taxable to the recipient have not been dealt 
with by the Supreme Court. The lower courts have ruled that 
a stockholder who receives a dividend in the form of bonds of the 
declaring corporation is taxable on their fair market value.* The 
United States Board of Tax Appeals has ruled that a dividend in 
preferred stock on common when only common stock is outstand- 
ing is a true stock dividend and nontaxable, its effect being a 

4 For a discussion of the legal questions involved see Roswell Magill, Taxable 
Income (1936), chap ii. 

5 252 U.S. 189, 40 Sup. Ct. 189 (1920). 

6 Koshland v. Helvering, 297 U.S. 702, 56 Sup. Ct. 767 (1936). 

? Magill, op. cit., p. 47. 


8 Doerschuck v. United States, 274 Fed. 739 (E.D. N.Y., 1921); United States v. 
Fuller, 42 F. (2d) 471 (E.D. Pa., 1930). 
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“mere proliferation of existing interests.”® The Treasury, how- 
ever, has held that such a dividend is income within the meaning 
of the Sixteenth Amendment in that it is stock of a kind legally 
different from that previously held by the taxpayer. Further, if 
preferred stock of equal or lesser rank is already outstanding prior 
to the payment of a common stock dividend in preferred shares, 
the dividend constitutes income to the recipient." 

To summarize the preliminary discussion: It may be stated 
with considerable certainty that a corporation cannot avoid the 
undistributed profits tax by declaring a dividend in common stock 
on common stock, that it can avoid the tax by declaring a divi- 
dend in common stock on preferred stock, and that it has not 
yet been finally decided whether all dividends of preferred stock 
on common or on preferred will achieve this result. 

The situation may arise, however, where a dividend in common 
stock on common or in preferred on common, when only common 
is outstanding, results in the dividend being taxable to the share- 
holder. These otherwise nontaxable dividends become taxable to 
the stockholder if, at some time before payment, the stockholder 
is given the election of taking cash or other property in lieu of 
stock in payment of the dividend." Dividends on common stock 
payable optionally in preferred stock or cash are also taxable to 
the recipient. This latter type of payment may serve another 
purpose; it is an effective means of creating an outstanding pre- 
ferred issue in which future taxable dividends may be paid on 
common stock. This holds true because, for the purposes of any 
future nonoptional dividend of preferred stock on common, there 
is already outstanding an equal issue of preferred stock.” 


TYPES OF DIVIDENDS 


With only these vague and often confusing statements of law 
to guide them, corporations proceeded in 1936 and 1937 to declare 


9 Appeal of August Horrmann ef al., 34 B.T.A., p. 1178. 
1° Torrens v. Commissioner of Internal Revenue, 31 B.T.A. 787 (1934); this case 
is now pending on appeal before the Circuit Court of Appeals. 


™ Sec. 115 (f)(2), Revenue Act of 1936. 
1 For examples of this practice see Group VII, p. 225. 
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stock dividends or dividends payable at the option of the recipient 
in cash or in stock, with the purpose of reducing the tax payable 
on undistributed earnings, but still conserving the cash resources 
available for the company’s other needs. Beyond the possibility 
of a few such dividends having been declared for other reasons, 
all of them resulted directly from the undistributed profits tax." 
Corporations which had for a considerable period before the pas- 
sage of the Revenue Act of 1936 regularly declared dividends in 
forms that, under the provisions of that law, resulted in the pass- 
ing of the tax to the shareholder, found themselves in the position 
of reaping benefits without any change in policy. Such examples 
will be included, and, as far as possible, will be noted." The others 
represent, for the most part, undesired radical changes in divi- 
dend practices and, as such, are deserving of considerable atten- 
tion. 

In order to distinguish the various types of dividends declared 
by corporations during the life of the act, each major type has 
been given a Roman numeral. The Arabic numerals which follow 
the title for each type of dividend refer to the number of times 
this means of payment was employed. The groups are as follows: 

I. Preferred stock dividend paid on common stock—33 
II. Common stock dividend paid on preferred stock—8 
III. Class A stock dividend paid on preferred stock—1 
IV. Funding stock dividend paid on class A stock—2 
V. Treasury stock dividend paid on capital stock—3 
VI. Option of cash or common stock dividend on common stock—25 
VII. Option of cash or preferred stock dividend on common stock—17 
VIII. Option of cash or common stock dividend on preferred stock—6 
IX. Option of cash or preferred stock dividend on preferred stock—1 
X. Common stock of another company on capital stock—15 
XI. Preferred stock of another company on capital stock—5 
XII. Obligations as a dividend on common stock—43 


13 The possibility for such an occurrence has been reduced to a minimum. When- 
ever substantial doubt was felt as to the intention behind the dividend declaration, 
the example was omitted. 


4 Table 1, p. 226, presents a comparison of types of dividends used to avoid the 
tax with similar dividend payments by all corporations and by the same corpora- 
tions in 1935. While no names are presented in that table, 1935 payments by the 
same corporations are noted in Tables 2-5. 
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XIII. Obligations as a dividend on preferred stock—4 
XIV. Obligations of another company as a dividend on capital stock—1 
XV. Option of cash or own obligations as a dividend on common stock—1 
XVI. Option of cash or obligations of a subsidiary as a dividend on common 
stock—1 


TABLE 1 


DIVIDEND PAYMENTS AND OFFERS OF STOCK RIGHTS IN 1936 AND 1937 
COMPARED WITH SIMILAR PAYMENTS IN 1935, BY ALL AND 
THE SAME CORPORATIONS 




















NUMBER OF PAYMENTS OR OFFERS IN 
Divipenp Group* T935 
1936 1937T 
All Corpo- Same Corpo- 
rations rations 
FR Pe re pr eee Br licwats-maaniGeed 9 24 
ee I - ; a Serer: 2 6 
Iil.. , GU bhatt Laat OR AEG Aaa Cha BEN I 
av... <e a Perr eee rts ey I I 
oe Soy cawee wae I I I 2 
, a oa 2 I 3 22 
Wan... SF PPO ae ere Te 6 II 
|. See hse ms 5 3 2 4 
i pee eee “Fe, ere | Bivarmeneemen 
/ : martes II I 6 9 
: MPP, nn Teer 3 2 
Cae See. “Saree Een 14 29 
XIII... wea - 3 I I 3 
XIV.. ; aileron itankiniaea tard maak aed ahinkld ere Pa BRivaxviedeses 
: eee } id OS Beawahautouessmeacseend ewes I 
: , eee ee I I Bo Beng sen nena 
os 

XVII} . isvesvesxces 18 23 

Gyo cneececnnnes 52 8 69 138 

















* See pp. 225-26 for the titles to these groups. 
t Includes three dividends distributed on January 1, 1938. 


This particular mode of numbering enables us first to examine 
simple stock dividends; then optional dividends payable either in 
cash or in stock; third, dividends in the capital stock of another 
corporation, and, finally, dividends, either simple or optional, in 
obligations of the distributing corporation or of a subsidiary com- 
pany. Examples of the issuance of stock rights will be included 
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in a second grouping below, after stock dividends have been fully 
dealt with, and will be given numbers in the same sequential 
order. The complete utilization of all types is outlined in the 
tables which follow. Each type of stock or bond dividend is 
allotted a separate section in Tables 2-5, each of which names 
every corporation that has distributed the type of dividend to 
which the title of the table refers. Table 6 includes examples of 
the remaining groups, stock rights. In the discussion which fol- 
lows, the salient characteristics of each type will be explained with 
examples; unusual or otherwise outstanding cases will also be 
mentioned. Finally, after exchanges of stock, recapitalizations, 
and dividend restricting contracts have been discussed, the total 
for all types will be examined and a comparison made with 1935, 
a year in which there was no undistributed profits tax. 


SIMPLE STOCK DIVIDENDS 
I. PREFERRED STOCK DIVIDEND PAID ON COMMON STOCK 

From the foregoing summary of the position of the courts and 
the Treasury on the problem of whether a preferred stock divi- 
dend paid on common stock is taxable, it is evident that no defi- 
nite stand has been taken. Yet, Table 2 shows that this type of 
dividend has been employed thirty-three times by thirty cor- 
porations, three companies having used it twice. Those companies 
which had no preferred already outstanding have decided to 
abide by the ruling of the Treasury Department which declared 
such a dividend taxable to the recipient, rather than to adhere 
to the decision of the Board of Tax Appeals."® All other corpora- 
tions are depending upon the upholding of the Board’s decision 
in Torrens v. Commissioner by the Circuit Court of Appeals. 

Stockholders of the Chesapeake and Ohio Railway Company 
voted affirmatively on November 15, 1936, on a proposal to 
create a new preferred stock to be issued in series from time to 
time to be used either for the payment of common dividends or 
for other purposes. On approval of the issue the directors de- 
clared an extra dividend of $2.00 per share on the common stock 

ts Appeal of August Horrmann ef al., 34 B.T.A., p. 1178. 

16 31 B.T.A. 787. 
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SIMPLE STOCK DIVIDENDS PAID IN CONNECTION WITH THE 
UNDISTRIBUTED PROFITS TAX 











Type of Dividend and Date of ‘ 
Name of Corporation Payment Particulars 
I. Preferred stock dividend paid on 

common stock: 1936 
Falstaff Brewing Corp....... Dec. 15 $1.50 in 6% conv. pfd. 

Safeway Stores, Inc......... Dec. 15 $2 in 5% $100 pfd. 

*National Gypsum Co.f......} Dec. 21 $2.50 in 5% 2d pfd. 
Schenley Distillers Corp.f....} Dec. 21 $2.50 in 53% pfd. 
Hershey Creamery Co.f. .| Dec. 21 $2 in 7% $100 pfd. 
— -Plymouth Mills. 

WS dc gets ch cae eee Dec. 23 $3 in $1 par pfd. 

“Caterpillar Tractor Co.§..... Dec. 24 3/100 sh. 5% cum. pfd. for 1 com. 
Securities Acceptance wae t. Dec. 24 $0.50 in 6% $25 pfd. 

National Pumps Corp. . Dec. 29 1 sh. $10 pfd. for 10 com. 
1937 
*Chesapeake & Ohio Railway 
> errr Jan. 11 $2 in new pfd. 
Allied Stores Corp.. Jan. 20 1/100 sh. 5% pfd. for 1 com. 
Bonwit, Teller, Inc.. Jan. 28 3/10 sh. pfd. for 1 com. 
*California Packing Co. ; Feb. 20 10/200 sh. 5% $50 pfd. for 
I com. 
National Baking Co.}....... June 21 1/50 sh. pfd. for 1 com. 
Hickock Oil Corp.t.........| June 21 $1 in 5% $25 cum. pfd. 
Columbia Breweries, Inc.....| Aug. 25 $2 in pfd. on cl. B com. 
Marathon Paper Mills Co.. Oct. 21 $3 in 6% cum. pfd. 
General Plastics, Inc.. x Nov. 15 $0.50 in 5% pfd. 
Finance Co. of America at 
MOOI oon gee oveces Nov. 15 $0.50 in 7% cum. pfd. 
Clark Equipment Co... . Dec. 1 $3 in 7% cum. pfd. 

*Kearney (James R.) Corp. t.. Dec. 10 $1 in 6% $25 pfd. 

*Caterpillar Tractor Co.§..... Dec. 15 3/100 sh. 5% pfd. for 1 com. 
McKesson & Robbins, Inc....} Dec. 15 1 sh. $3 pfd. for 25 com. 
Safeway Stores, Inc.. oof Ee. oe 1 sh. 5% pfd. for 100 com. 
National Supply Co. il... Feta Dec. 22 1 sh. $2 pfd. for 10 com. 
s&s ae Dec. 24 $0.40 in 6% pfd. of Horn Main- 

tenance Division and $0.20 in 
6% pfd. of Horn Contracting 
Division 

*Rustless Iron & Steel Co.....} Dec. 24 1/75 sh. $2.50 pfd. for 1 com. 
National Pumps Corp.......| Dec. 27 1 sh. $10 pfd. for 20 com. 
Squibb (E. R.) & Sons......} Dec. 27 1 sh. $6 pfd. for 100 com. 

*Greyhound Corp.§.......... Dec. 27 $0.50 in 53% pfd. 

Alaska Pacific Salmon Co.f..| Dec. 27 $0.50 in 5% $20 pfd. 

"Warmerth CaS... 60. cces Dec. 28 $0.70 in 6% pfd. 
Bridgeport Machine Co...... Dec. 30 $1 in 7% cum. pfd. 











* An asterisk before the name of a corporation in Tables 2-6 signifies that the corporation has 
made a statement linking the payment to the undistributed profits tax. 
t These corporations made equal payments on each of two common stocks, Class A and Class B. 


t A cash payment accompanied this stock dividend. 


§ This dividend followed an optional dividend listed under Group VII. 
Formerly called National Supply Co. of Delaware. See p. 257 for a recapitalization plan. 
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TABLE 2—Continued 











Type of Dividend and Date of P 
Name of Corporation Payment Particulars 
II. Common stock dividend paid on 
preferred stock: 1936 
*Cooper-Bessemer Corp........}| Dec. 26 3/10 sh. com. for 1 pfd. 
yp a eee rrr ree Dec. 28 1 sh. com. for 1 pfd. 
1937 
*Cooper-Bessemer Corp.......} Jan. 20 3/10 sh. com. for 1 pfd. 
pL eer Feb. 10 2 shs. com. for 1 pfd. © 
*Cooper-Bessemer Corp.......} July 1 1/20 sh. com. for 1 pfd. 
Central Foundry Co......... Get. 15 $5 in com. for 1 pfd. 
eo ee Oct. 28 1 sh. com. for 1 7% pfd. 
1938 
*Cooper-Bessemer Corp.......} Jan. 1 1/20 sh. com. for 1 pfd. 
III. Class A stock dividend paid on 
preferred stock: 1937 
*Dickey (W.S.) Clay Mfg.Co.| Oct. 27 1/2 sh. cl. A $1 par and $0.50 for 
1 pfd. 
IV. Funding stock dividend paid on 
class A common stock: 1937 
*McCord Radiator and Mfg. 
Wins sc ee ace ne sie cens Dec. 15 1/2 sh. funding stock for 1 cl. A 
and 1938 com. paid each time 
Jan. 10 
V. Treasury stock dividend on 
capital stock: 1936 
SS eee Dec. 15 2/100 sh. cl. A treasury stock for 
1cl.A 
1/100 sh. cl. A treasury stock for 
1cl.B 
1937 
Montgomery (H. A.) Co., Inc.| Sept. 30 1/40 sh. com. treasury stock for 
I com. 
Ben Ant Cat... .icccsccecf Gee 38 $2 plus 2/200 sh. cl. A treasury 
stock for 1 cl. A 
$1 plus 1/200 sh. cl. A treasury 
stock for 1 cl. B 











{ This company distributed a similar dividend in 1935. 


payable in this new preferred stock on January 11, 1937. W. J. 
Harahan, president, pointed out that 

the company’s policy of providing for additions and betterments in part from 
current earnings conflicts with the Revenue Act of 1936 which heavily taxes 
earnings not distributed annually as dividends. The availability of the new 
preferred stock will provide the company with an additional medium of 
financing for its general corporate purposes as well as permit payment of 
common dividends with preferred stock when deemed advisable, thus making 
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available to the company required capital while at the same time giving 
stockholders an additional dividend return.?7 

A spokesman for the Rustless Iron and Steel Corporation was 
reported to have said: 

We have been advised by counsel for the company that the dividend re- 
ceived by each common stockholder will be taxable to him under the Federal 
income tax laws at the value of such dividend as determined by the fair 
market value of the second series preferred stock on the date received by 
the common stockholder."* 

Of the companies listed in Table 2, Group I, eight have made 
definite statements which link the dividend to the undistributed 
profits tax. These corporations have been starred.'® The remain- 
ing corporations have made no such statements, but the attend- 
ant facts make it clear that such a dividend was distributed to 
facilitate the avoidance of the tax. The Marathon Paper Mills 
Company had paid no dividend since 1930, McKesson and Rob- 
bins none since 1931; the circumstances point directly to an un- 
willingly declared dividend, forced out by the new tax and paid 
in preferred stock to conserve cash. In the case of the Clark 
Equipment Company the reported net income before surtax for 
1936 was $517,918. The surtax paid on undistributed profits was 
only $4,600, less than 1 per cent of the net income before surtax. 
It is safe to assume that the dividend paid in preferred stock 
contributed to this situation. The practice of describing a new 
issue of stock, part of which is to be used for stock dividends, as 
available for any number of purposes has been described as the 
way “a sophisticated corporation may release funds for divi- 
dends.’® The fact that a number of corporations have used just 
this method for explaining the issuance of stock dividends in 
newly authorized preferred stocks tends to establish the truth 
of the statement. Its full import will be seen when stock rights 
are examined. 

11 Moody’s Railroad Manual, bi-weekly supplements, October 10, 1936. 

18 Fitch Revisions, Daily News, Earnings and Descriptions Ed., December 30, 
1937: 

19 This procedure will be followed in Tables 2-6, the asterisk denoting a definite 
statement of tax policy on the part of the corporation. 

20 W. L. Thorp and E. B. George, ‘“‘An Appraisal of the Undistributed Profits 
Tax,” Dun’s Review, September, 1937, p. 13. 
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II. COMMON STOCK DIVIDEND PAID ON PREFERRED STOCK 


In view of the Koshland v. Helvering decision, it may be said 
that a dividend paid in common stock to holders of preferred 
stock is definitely taxable to the recipient. Yet, very few cor- 
porations have used this type of payment. Table 2, Group II, 
shows that only four companies distributed dividends in com- 
mon stock on outstanding preferred issues. One of them distrib- 
uted four such dividends and a second paid two. Corporations 
seem to have been more willing to tread on the dangerous ground 
of a preferred dividend on common stock than to issue safer com- 
mon dividends on preferred stock. The reason for this probably 
lies in the fact that common issues are usually greater than the 
preferred issues of the same company. Also, preferred stock- 
holders may have a contract, express or implied, to be paid in 
cash. Their assent would be required if they were to receive a 
dividend in common stock; this acquiescence is not readily forth- 
coming when the preferred stock is cumulative and dividends are 
in arrears. Therefore, the directors usually pay preferred holders 
in cash while paying the common stockholders in some other form, 
thereby conserving a large portion of their working capital. 

The case of the Cooper-Bessemer Corporation is an enlighten- 
ing one. The directors voted in December, 1936, to pay dividends 
of 3/10 share of common stock on each preferred share on De- 
cember 26, 1936, and on January 20, 1937. These payments were 
made in connection with a plan to clear dividend arrears on the 
preferred stock so that dividends might be paid in the future on 
the common stock. The division of what to all intents and pur- 
poses was a single dividend on the preferred of 6/10 share of 
common into two separate payments may have been designed to 
reduce the income tax liability of the preferred stockholders for 
1936, since half of the income would become taxable to them in 
1937 under the plan of payment. Another, and more probable, 
reason for the division of the dividend was the fact that the 
dividend of 3/10 share in 1936 enabled the corporation com- 
pletely to avoid the tax in that year. This company also distrib- 
uted taxable common stock dividends on July 1, 1937, and Jan- 


uary 1, 1938. 
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III. CLASS A STOCK DIVIDEND PAID ON PREFERRED STOCK 

One corporation issued a dividend on its preferred stock pay- 
able in class A stock. The W. S. Dickey Clay Manufacturing 
Company declared its intention in October, 1937, to pay a com- 
mon stock dividend of seventy-five cents and twenty-five cents 
in cash on its preferred stock. Four insurance companies holding 
70 per cent of the corporation’s common stock objected to the 
terms of the dividend. A new agreement was reached whereby 
the dividend was paid fifty cents in cash and fifty cents in class 
A stock. The class A stock is unusual in that it will be treated as 
a note, receiving interest at the rate of 6 per cent per annum 
and assuming voting privileges if the interest is not paid.” It 
was stated by the company that, although the cash distribution 
to preferred stockholders would be doubled, the company’s cash 
position would not be greatly impaired.” In spite of the change 
in plans the company felt that it was able to conserve enough cash 
for other corporate uses. 


IV. FUNDING STOCK DIVIDEND PAID ON CLASS A COMMON STOCK 
The McCord Radiator and Manufacturing Company resorted 
to the use of a special class of funding stock in payment of a 
dividend on its class A common stock. The funding stock will 
be redeemable, after December 31, 1938, at $19.50 per share. 
Funds for redemption are to be provided for by a sinking fund 
from 20 per cent of net earnings for 1938 and each year thereafter. 
The dividend of one share of this stock was paid in two parts of 
one-half share each, one in 1937 and one in 1938, to enable the 
company to claim a dividend paid credit for both years under the 
undistributed profits tax.73 
The benefits which a corporation may derive from dividends 
of the types described in III and IV are negligible. In both cases, 
the dividend was paid in a stock which closely resembled an obli- 
gation of the company rather than a part of its equity. An added 
burden was placed on the corporation in each case, one of interest 


* Moody’s Industrials, October 23, 1937- 
22 Standard Corporation Records, Guide and Index Section, November 17, 1937. 
23 Ibid., December 21, 1937. 






































—s—lUC rlFTlCéC Kh! OO a fF in ion -_ 











UNDISTRIBUTED PROFITS TAX 233 


payments and the other of sinking-fund requirements. The ex- 
istence of only two such dividends resulting from the undistrib- 
uted profits tax law is ample proof of the inadequacy of those 
plans of payment. 


V. TREASURY STOCK DIVIDEND PAID ON CAPITAL STOCK 

A stock dividend paid in treasury stock owned by the corpora- 
tion is taxable to the recipient. The Revenue Act of 1936 speci- 
fically states that a dividend paid in stock of the company “‘held 
as an investment by the corporation” is taxable.*4 Therefore, it 
is surprising to note that only two corporations have distributed 
such dividends. On September 30, 1937, the H. A. Montgomery 
Company paid 1/40 share of capital stock held in the treasury in 
lieu of its regular quarterly dividend of twenty-five cents in cash. 
The Bon Ami Company also paid treasury stock dividends on 
both its class A and B stocks in 1936 and 1937. Neither company 
stated specifically that the payment resulted from the imposi- 
tion of the undistributed profits tax. However, since all such divi- 
dends result in exemption for the corporation, both firms were 
able to avoid the tax regardless of the motivating factors behind 
the dividends. 

OPTIONAL STOCK DIVIDENDS 

The optional stock dividend, payable either in property (in- 
cluding cash) or in stock at the will of the shareholder, must be 
carefully distinguished from the simple stock dividend. The spe- 
cial provision of the Revenue Act of 1936 already referred to 
renders it taxable to the shareholder “regardless of the medium 
in which paid.’’5 A corporation which declares an optional divi- 
dend therefore avoids all question as to whether or not the pay- 
ment constitutes income within the meaning of the Sixteenth 
Amendment. For this reason, the degree of the popularity of 
optional dividends among the corporations of the country is a 
matter of considerable interest. 


VI. OPTION OF CASH OR COMMON STOCK DIVIDEND ON COMMON STOCK 


Twenty-three corporations adopted the procedure of issuing a 
common dividend in common stock or cash; one of these used 


24 Sec. 27(c), Revenue Act of 1936. 2s Sec. 115(f) (2), Revenue Act of 1936. 
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this method for tax avoidance three times. The unquestioned 
advantage of certainty of exemption no doubt led to this wave 
of optional dividends. Although only two of these twenty-three 
companies made a definite statement which linked the distribu- 
tion with the undistributed profits tax, there can be no question 
but that almost all payments in this form resulted from the im- 
position of the tax. The law itself definitely exempts the cor- 
poration on that portion of its income distributed in this fashion. 

The American Seating Company had outstanding in Decem- 
ber, 1936, only common stock and funded debt. A dividend of 
$2.50 was declared payable on December 21, 1936. A straight 
common dividend was useless for purposes of tax avoidance, so 
the corporation paid fifty cents in cash and the rest optionally 
in cash or in 1/10 share of common stock for each share of common 
held. This procedure allowed the company to maintain its simple 
capital structure through the retention of only one form of capital 
stock and also to receive a dividend paid credit for tax purposes. 
Goldblatt Brothers, Inc., a Chicago department store, used this 
type of dividend on three occasions. 

The effect of the undistributed profits tax on a corporation’s 
ability to reduce its funded debt is illustrated by the General Re- 
fractories Company’s optional dividend. S. M. D. Clapper, chair- 
man of the board, stated that the optional dividend was for tax 
purposes. He pointed out that it permitted the company, to the 
extent that stockholders elect to take stock, to apply an equiva- 
lent amount of net earnings for the year to the reduction of 
bonded indebtedness, without thereby incurring additional tax. 
He also explained that to redeem the proposed amount of bonds 
entirely out of current earnings in 1937 the company would have 
to pay approximately $460,000 as a federal surtax on undis- 
tributed profits. However, since the entire dividend is taxable as 
income to the stockholders, and it was expected that the cash 
distribution would be negligible, it was stated that the company 

6 In 1935 only two such dividends were paid compared with three in 1936 and 
twenty-two in 1937. Of the two paid in 1935 only one dividend was distributed by 


one of the same corporations that paid similar dividends during the life of the 
tax; see Table 1, p. 226. 
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TABLE 3 


OPTIONAL STOCK DIVIDENDS PAID IN CONNECTION WITH 
THE UNDISTRIBUTED PROFITS TAX 











Type of Dividend and Date of 
Name of Corporation Payment Particulars 
VI. Option of cash or common stock 
dividend on common stock: 1936 
Federal-Mogul Corp........ Oct. 29 $1.60 or 1 sh. com. for each 10 
hel 
*American Seating Co....... Dec. 21 $2 or 1/10 sh. com. for each 
$2 due 
Noblitt-Sparks Industries, 
Ee ae Dec. 21 $2 or $1.50 plus 1/20 sh. com. for 
each 1 held 
1937 
Berland Shoe Stores, Inc....} Jan. 25 $1.25 or 1 sh. com. for each $12.50 
worth of dividends due 
Russeks Fifth Avenue, Inc..| Jan. 25 $2 or 6% of com. holdings in com. 
Spencer Chain Stores, Inc...| Apr. 30 $0.75 or 8/100 sh. com. for each 
1 held 
Early and Daniel Co.......| May 25 $2 or 1/10 sh. com. for each 1 held 
*General Refractories Co.....| June 30 $2 or 1/25 sh. com. for each 1 held 
Goldblatt Bros., Inc.f...... July 1 $0.60 or 1/50 sh. com. for each 1 
held 
Spencer Kellogg & Sons..... Aug. 16 $0.50 or 2% of holdings in com- 
mon stock 
Baldwin Rubber Co........ Sept. 20 $1.15 or 10/65 sh. com. for each 1 
eld 
Goldblatt Bros., Inc.ft...... Oct. 1 $0.60 or 1/50 sh. com. for each 1 
held 
Libby, McNeil & Libby....| Oct. 23 $1.40 or 1 sh. com. foreach $11.20 
worth of dividends due 
Standard Silica Corp.......} Dec. 1 $0.12 or equal amount of com. 
valued at $4 per sh. 
King-Seeley Corp..........] Dec. 4 $0.72 or 12/100 sh. com. for each 
1 held 
Gleaner Harvester Corp.....} Dec. 10 $2 or com. shares valued at $18 
per sh. 
National Oil Products Co...}| Dec. 10 $1 or 1/20sh. com. for each 1 held 
General Public Utilities, Inc.|} Dec. 18 $3 or 1/5 sh. com. for each 1 held 
North American Oil Co. 
ee, errs Dec. 20 $0.25 or 1/4 sh. com. for each 1 
held 
Commonwealth _Distribu- 
Eas ona baie arecte Dec. 23 $0.10 or 1/5 sh. com. for each 1 
held 
Motor Finance Corp........ Dec. 23 $2 in cash or in com. valued at 
$25 per sh. 
Union Premier Food Stores, 
Si Mae beet Reh Dec. 27 $0.90 or 1/10 sh. com. for each 1 
held 
Caneo Prem, Tac. .......5: Dec. 31 $1.25 or 1/20 sh. com. for each 1 








held 





t This company distributed a similar dividend in 1935. 
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TABLE 3—Continued 











Type of Dividend and Date of Pinitiite 
Name of Corporation Payment — 
1938 
Cannon Shoe Co..........+. Jan. 1 $0.30 or 1/20 sh. com. for each 1 
e 
Goldblatt Bros., Inc.f....... Jan. 3 $0.60 or 1/50 sh. com. for each 1 
held 
VII. Option of cash or preferred 
stock dividend on common 
stock: 1936 
*Soundview Pulp Co. ......} Nov. 25 $0.50 in cash or 1/200 share 6% 
pfd. 
*Caterpillar Tractor Co.f .. Nov. 25 $0.50 or 1/200 sh. 5% pfd. 


Hammond Instrument Co.§ Dec. 16 $2 in cash or in 6% cum. pfd. 
Alaska Pacific Salmon Co.f Dec. 22 1 sh. pfd. for each 5 com. held, or 
# sh. pfd. and $5 for each 5 com. 


*Prosperity Co., Inc........] Dec. 23 $0.25 and $1 in pfd. or $1.25 in 
pfd. for each sh. cl. A or cl. B 
com. 

*Greyhound Corp.f........ Dec. 31 $0.75 in cash or in 53% pfd. 

1937 

*California Packing Corp.{..} Jan. 25 $0.50 or 2/200 sh. 5% pfd. 

Hammond Instrument Co.§| Mar. 15 $2 in cash or in 6% pfd. 

Columbia Breweries, Inc.{ .| Aug. 25 $1 in cash or in $25 pfd. for each 
sh. cl. A com. 

Park & Tilford, Inc........| Sept. 20 $0.50 in cash or in 6% pfd. 

American Cyanamid Co. ...| Nov. 26 $1 on each com. held or 1 sh. 5% 
pfd. for each 10 com. held 

National Automotive Fibres, 

NE eens > cata eer Nov. 30 $0.25 in cash or in 6% pfd. 

“Walworth Co.f .........:. Dec. 11 $0.25 in cash or $0.30 in 6% conv. 

fd. 

Reeves (Daniel), Inc. ..... Dec. 15 $o0.12$ on each sh. com. or 1 sh. 
63% pfd. for $100 in dividends 
due 

Park & Tilford, Inc........] Dec. 20 $1.50 in cash or in 6% pfd. 

Alse CA. BF Ce... 00.2 ccs Dec. 27 $5 in cash or in 7% pfd. 

reer Dec. 28 $0.50 in cash or in cl. B pfd. 


VIII. Option of cash or common 
stock dividend on preferred 


stock: 1936 
Shenandoah Corp. ....... Oct. 24 $3 or 1/8 sh. com. for 1 pfd. 
Electric Shareholdings Dec. 17 $2.62} or 77/1,000 sh. com. for 
SE ecnvi tia ccinans each pfd. held 
1937 
Wurlitzer (Rudolph) Co...| Nov. 26 $36.75 or 13 sh. com. plus $6.75 
for each pfd. held 
Electric Shareholdings Dec. 24 $3.37} or 99/1,000 sh. com. for 
RE covceweeseet sad each pfd. held 











t These companies also paid a simple stock dividend in preferred stock. See Table 2, Group I. 
§ Formerly named Hammond Clock Co. 
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TABLE 3—Continued 











Type of Dividend and Date of Particul 
Name of Corporation Payment ae 
American Cities Power and 
Sd, eee Paid quar- | $0.75 or 1/32 sh. cl. B paid quar- 
terly terly on each share $3 cl. A, op- 


tional dividend series, 1929 
$0.68 or 1/16 sh. cl. B paid quar- 
terly on each share $2.75 cl. A, 
optional dividend series, 1936 
Blue Ridge Corp........... Paid quar- | $0.75 in cash or 1/32 sh. com. for 
terly each pfd. held 


IX. Option of cash or preferred 
stock dividend on preferred 
stock: 1936 
*Carey (Philip) Mfg. Co.| Dec. 26 $1.50 plus 1/5 sh. 5% pfd. or 

|” RRR Rear $19.50 for each sh. pfd. held 











would have ample cash to continue the redemption of its bonds 
without incurring further taxation. The company also explained 
that no substantial dilution could result from the issuance of new 
stock as the interest saved on bonds redeemed would allow a sub- 
stantial dividend in the near future on the new shares.” 


VII. OPTION OF CASH OR PREFERRED STOCK DIVIDEND ON COMMON STOCK 

The optional stock dividend payable either in cash or in pre- 
ferred stock to holders of common stock was used by fifteen 
corporations. The Caterpillar Tractor Company used a novel 
plan to upset its original one-class stock structure to make certain 
that all ensuing stock dividends would be taxable to the recipients. 
An issue of new preferred stock was authorized on October 19, 
1936. The directors then declared an optional dividend of fifty 
cents per share or 1/200 share of the new preferred stock payable 
November 25, 1936. This payment in optional form was intended 
to upset the former pro rata holdings of common stockholders 
and thus qualify later straight stock dividends in preferred on 
common for tax exemption under the Act. The optional dividend 
was itself legal for tax avoidance according to the Treasury regu- 
lations and it rendered a future simple stock dividend equally 


27 Moody’s Industrials, May 26, 1937. 
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legal.** Two such stock dividends were later distributed. The 
California Packing Company, the Greyhound Corporation, and 
several other organizations adopted the same plan of an optional 
dividend followed by a taxable stock dividend.” 

The Soundview Pulp Company wrote to its stockholders: 


Your company has been advised that if preferred shares are created, and 
thereafter a dividend is paid to its common shareholders, payable at the 
option of each shareholder either in cash or preferred shares, and thereafter 
a second dividend is paid to common shareholders in such preferred shares 
(this second dividend containing no cash option) both of these dividends 
will comply with the prerequisites of the Federal Tax Legislation as to dis- 
tributions, and that your company will receive credit therefore in the same 
manner as though cash had been distributed.3° 


VIII. OPTION OF CASH OR COMMON STOCK DIVIDEND ON PREFERRED STOCK 

The American Cities Power and Light Corporation had out- 
standing, before the Revenue Act of 1936 went into effect, one 
class A common stock, 1929 series. It then issued a second class 
A common stock, 1936 series. Both issues were of an optional 
dividend series entitled to dividends either in cash or in class B 
common stock. The corporation was therefore in a position where 
all dividends paid on its class A stocks resulted in the avoidance 
of the tax.** 

Five companies employed optional dividends on preferred 
stock, payable in cash or in common. Two of the remaining four 
were in the position to make distributions similar to that de- 
scribed in the preceding paragraph. The Blue Ridge Corporation 
and the Electric Shareholdings Corporation each had outstand- 
ing an issue on which optional dividends were paid prior to the 
enactment of the law and were continued during the life of the 
Act. Thus, it is seen that, on the whole, this type of dividend dis- 
tribution was not a new development in :926.57 The mechanics 
of these payments are similar to all optional dividends. 

38 Sec. 115 (f) (2), Revenue Act of 1936. 

29 See Table 2, Group I, p. 228. 

3° Moody’s Industrials, October 14, 1936. 


3tIn order to facilitate the grouping, this class A stock has been considered 
equal to a preferred issue and the class B equivalent to a common stock. 


32 See Table 1, p. 226. 












































UNDISTRIBUTED PROFITS TAX 239 


IX. OPTION OF CASH OR PREFERRED STOCK DIVIDEND ON PREFERRED STOCK 

The Philip Carey Manufacturing Company (Ohio) affords the 
only example of an optional preferred dividend on preferred stock. 
A letter was sent to stockholders in November, 1936, outlining 
a proposed plan for paying off arrears amounting to $295,000 or 
$19.50 per share on the outstanding 6 per cent preferred stock. 
In order to save an estimated surtax of about $50,000 on 1936 
undistributed income and at the same time conserve working 
capital, the directors proposed to pay the dividend accumulations 
by means of 1/5 share of new 5 per cent preferred stock of $100 
par value plus $1.50 in cash for each 6 per cent share outstanding, 
or under a second option by paying $19.50 in cash.33 

Although the law allowed avoidance of the undistributed profits 
tax by the payment of optional dividends in any type of property 
as well as in cash, it is interesting to note that no instance of 
property other than cash having been offered was uncovered. 
The prevalence of cash as the alternative to a stock dividend is 
in all probability due to inability to find another suitable medium 
of payment. 

Of importance in the study of optional dividends is the pressure 
exerted by some corporations to influence the stockholder to 
choose stock and by others to make him elect cash. The Grey- 
hound Corporation demanded that affirmative action be taken 
in order to receive the stock. The Baldwin Rubber Company set 
a final date for stockholders to notify the company of their desire 
to take cash instead of the stock. In all, five companies requested 
notification of the election to take stock, while ten asked to be 
told if cash were desired.*4 In either case the company depended 
upon the inertia of the small stockholder to keep the semblance 
of an option, for those who did not reply (usually small stock- 
holders) had no choice, receiving cash or stock according to the 


33 Standard Corporation Records, February 17, 1937. 

34 These data were available in the financial periodicals for fifteen corporations 
only. They are here inserted simply as a sample to illustrate which type of pressure 
was strongest. Why corporations requested notification if stock were desired is not 
clear; it is probable that the Greyhound Corporation was depending upon the 
inertia of small stockholders to assure distribution of the new preferred issue in 
which future taxable dividends might be paid on its common stock. 
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terms of the option. Those who answered, however, were sure to 
request payment in the other medium; otherwise there would 
have been no need to reply. In so far as figures are available, the 
data show that stock dividends were more popular. Even in the 
Greyhound case only $374,000 in cash was paid out against 
$1,577,000 in stock. The Hammond Instrument Company re- 
ported that approximately 86 per cent of its December, 1936, 
optional dividend was paid in preferred stock. Under the two 
options offered by the Alaska Pacific Salmon Company, 81 per 
cent of the total distribution was paid in preferred stock. 

The predominance of the device of notification to bring about 
acceptance of stock and to minimize cash payments has resulted 
in the preservation of working capital for the corporation. This 
was the desire of directors in most cases. A perhaps more effective 
way of thus influencing the stockholders is to make the stock 
offering more lucrative. The Philip Carey Manufacturing Com- 
pany offered 1/5 share of its $100 par preferred stock plus $1.50 
in cash or $19.50 in cash. At its face value the stock dividend is 
worth $21.50 against $19.50 if received entirely in cash. The 
Walworth Company offered on December 11, 1937, an optional 
dividend on its common stock payable either twenty-five cents 
in cash or thirty cents in new 6 per cent convertible preferred 
stock. The preferred stock at its face value is worth 20 per 
cent more than the cash distribution. It is evident that these 
types of passive persuasion must result in the distribution of 
more stock than cash provided, of course, the stock sells at or 
above its face value. 


DIVIDENDS IN CAPITAL STOCK OF SUBSIDIARIES 


Some companies have solved the problem of conservation of 
working capital by the payment of dividends in the capital stock 
of another company, usually a subsidiary.*s Such a dividend re- 
sembles closely a payment in stock of the corporation held as an 
investment by the corporation. Since the concern receives a divi- 


35 Dividends paid in the obligations of a subsidiary will be discussed in Groups 
XIV and XV following the discussion of obligations of the issuing corporation as a 
dividend on its capital stock. 
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dend paid credit for the latter distribution, the closely comparable 
dividend payment of stock of another company “held as an in- 
vestment” results in a credit for the corporation and in taxability 
to the recipient. 


X. COMMON STOCK OF ANOTHER COMPANY ON CAPITAL STOCK 

Thirteen corporations that paid dividends in the common 
stock of subsidiary companies have been uncovered. The Niles- 
Bement-Pond Company is typical of this group. The directors 
of that corporation declared two such stock dividends, one pay- 
able in the common of the General Machinery Corporation and 
the other in Shepard-Niles Crane and Hoist Company common 
stock. C. R. Burt, president of Niles-Bement-Pond, said in a 
letter to stockholders that the stock dividends would enable the 
company to obtain a dividend paid credit, would result in a sub- 
stantial tax saving, and would permit retention of a substantial 
part of net profits as additional working capital.*° Munsingwear, 
Inc., also paid two such stock dividends, while the American 
Cigarette and Cigar Company made quarterly payments in the 
common stock of a subsidiary. The Munsingwear dividends were 
actually a single dividend broken into two payments for the same 
reason as the Cooper-Bessemer Corporation common stock divi- 
dend paid in preferred stock.37 Only one of the thirteen corpora- 
tions making dividend payments in the common stock of another 
corporation carried this policy forward from 1935, even though 
there were more such distributions in that year than in either 
1936 or 1937. 

XI. PREFERRED STOCK OF ANOTHER COMPANY ON CAPITAL STOCK 

The American Commercial Alcohol Corporation, the Finance 
Company of America at Baltimore, the Phoenix Securities Cor- 
poration, and the United States Oil and Royalties Company paid 
this type of dividend to circumvent the undistributed profits tax. 
The last-named company paid this type of dividend in the pre- 
ferred stock of one subsidiary as well as another in the common 
stock of a third company. The distilling company paid two divi- 

36 Standard Corporation Records, December 21, 1937. 


37 See p. 226. 38 See Table 1, p. 226. 
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TABLE 4 


DIVIDENDS IN CAPITAL STOCK OF ANOTHER COMPANY PAID IN 
CONNECTION WITH THE UNDISTRIBUTED PROFITS TAX 








Type of Dividend and 
Name of Corporation 


Date of 
Payment 


Particulars 





X. Common stock of another com- 
pany on capital stock: 
Pacific Investors, Inc........ 


*Corn Products Refining Co... 


American Cigarette & Cigar 
= Ae ere a. 


Munsingwear, Inc........... 
United States Oil & Royalties 
RS a eee Aa acts 


*Niles-Bement-Pond Co....... 


Munsingwear, Inc........... 


United States Sugar Corp.... 


South Coast Corp........... 
Diamond Match Co......... 


Fairchild Aviation Corp...... 
*Niles-Bement-Pond Co....... 
Distillers and Brewers Corp. 
ere ee 
Chesapeake Corp............ 
Newmont Mining Corp...... 
XI. Preferred stock of another com- 


pany on capital stock: 
United States Oil & Royalties 





1936 
July 20 


Aug. 20 


Paid quar- 
terly 
Dec. 23 
Dec. 23 
Dec. 24 


1937 
Jan. 2 


Jan. 20 
Jan. 25 


June 1 


June 17 


Nov. 8 


Nov. 30 
Dec. 15 


1936 


June 25 





$0.10 plus 1/8 sh. Pacific South- 
ern Investors, Inc., cl. A for 
each sh. held 

1/25 sh. Allied Mills com. for 
each sh. held 


1/40 sh. cl. B com. American To- 
bacco for each share held (on 
Dec. 15, 1936, 1/20 sh. was 
paid) 

1/2 sh. Wayne Knitting Mills 
com. for each sh. held 

1 U.S. Royalty Oil Corp. com. for 
each 100 shs. held 

1 General Machinery Corp. com. 
for each com. held 


1/2 sh. Wayne Knitting Mills 
com. for each sh. held 

1/4 sh. Clewiston Realty & De- 
velopment Corp. com. for each 
sh. held 

3 shs. South Shore Oil Co. com. 
for each sh. held 

1/50 sh. Pan-American Match 
Corp. com. for each. sh. pfd. 
and 4/50 sh. for each sh. com. 


e 
1 sh. Fairchild Engine & Airplane 
Corp. com for each sh. held 
1 sh. Shepard-Niles Crane & 
Hoist Corp. com. for each sh. 

com. held 


1/2 sh. Oldetyme Distillers Corp. 
com. for each sh. held 

1/5 sh. Chesapeake & Ohio Ry. 
Co. com. for each sh. held 

1/10 sh. Phelps Dodge Corp. 
com. for each sh. held 


1 sh. $10 pfd. of Consolidated 
Royalties, Inc., for each 200 
shs. held 





t This company had paid similar dividends since December, 1935. 
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TABLE 4—Continued 








Type of Dividend and Date of 





Name of Corporation Payment Particulars 
Finance Co. of America of 
eR ee ee Sept. 30 1 sh. Baltimore Pure Rye Dis- 
tilling Co. 6% pfd. for each 50 


shs. com. 
*American Commercial Alcohol 

Wir cecaersssndoceiws Dec. 24 $0.50 and 2 shs. American Distill- 
ing Co. 5% pfd. for each 5 shs. 
held 


1937 
Phoenix Securities Corp......] Aug. 2 $0.25 and 1/70 sh. Certain-Teed 
Products Corp. 6% pfd. for 
each com. held 
*American Commercial Alcohol 
GME cnssawecsercsanes Dec. 24 $0.50 and 2 shs. American Dis- 
tilling Co. 5% pfd. for each 5 
shs. held 











dends in preferred shares of the American Distilling Company of 
Maryland, a wholly owned subsidiary. Russell R. Brown, presi- 
dent, stated in 1936 that “‘cash requirements for purposes of tax 
payments were such that it was essential to make the dividend 
payment in this form.”® In 1937 he said that “the action of the 
directors was determined primarily by the fact that the obliga- 
tions of taxation on the corporation during the last year were 
substantially greater than in any previous fiscal year.’’4° 


DIVIDENDS IN OBLIGATIONS, SIMPLE OR OPTIONAL 


Dividends paid in bonds or notes of the issuing corporation are 
taxable to the shareholder at the fair market value of the obliga- 
tions, and the corporation receives a dividend paid credit amount- 
ing to the lower of face value or fair market value of the securi- 
ties.** Despite the fact that such issuance of notes for dividends 
is but the postponement of a day of reckoning, this practice be- 
came increasingly popular during the life of the unamended un- 
distributed profits tax. A probable reason for this popularity rests 
in the fact that a corporation which distributes a dividend in 

39 Standard Corporation Records, February 15, 1937. 

4° Fitch Revisions, December 14, 1937. 

4t Sec. 27 (d), Revenue Act of 1936. 





TABLE 5 


DIVIDENDS IN OBLIGATIONS, SIMPLE OR OPTIONAL, PAID IN CONNEC- 
TION WITH THE UNDISTRIBUTED PROFITS TAX 











Type of Dividend and Date of iistaitinn 
Name of Corporation Payment 
XII. Obligations as a dividend on 
common stock: 1936 
*Indian Refining Co.......... Dec. 4 $1 in 5-yr. 5% notes 
American Wringer Co........| Dec. 14 $1 in — 5% notes and $0.25 
in cas 
*Copperweld Steel Co........}] Dec. 15 $1 in 10-yr. 4% certificates of in- 
debtedness and $0.30 in cash 
Sundstrand Machine Tool Co.| Dec. 15 $1.50 in 5-yr. 6% notes and 
$0.374 cash 
Laclede-Christy Clay Prod- 
UM Mig doer nce wean Dec. 19 $0.25 in 1-yr. 3% notes and $0.25 
cash 
Pan American Petroleum & 
ys re Dec. 21 $0.60 in 7-yr. 33% notes 
Reynolds Metal Co.. ; Dec. 21 $1 in 15-yr. 33% debentures 
Griesedieck-Western Brewi ing 
SS oS cccoaee nae Dec. 22 $3 am. 23%. 5% scrip and $0.25 
cas 
—— Asphalt Roof Corp.| Dec. 23 $10 in 6-mo. 3% notes 
EE ei ae i lea Dec. 23 $6 in 10-yr. 8% capital notes 
~ nited Drill & Tool Corp. . Dec. 23 $0.40 in Series A 6-mo. notes and 
$0.40 in 18-mo. Series B notes 
*Garlock Packing Co......... Dec. 24 $2 in 10-yr. 43% conv. notes and 
$0.37} cash 
*Fairchild Aviation Corp...... Dec. 29 $0.15 in 1-yr. 5% notes 
*Southwestern Development 
_ | RII SPOR tees ne Dec. 31 $43.18 in unsecured 4% notes, 
due 1942 
1937 
Mercantile Store Co......... Jan. 23 $3 in 10-yr. 5% debentures 
"Lea Pabsies, Inc... ......... May 31 $1 in 5% debentures 
Newport Industries, Inc...... July 26 $0.75 in 10-yr. 5% notes 
Amoskeag Industries, Inc....| Aug. 28 $100 in 5-yr. 6% notes and $25 
cash 
Oak Screw Products Co......} Sept. 27 $o.20 in 1-yr. 5% notes and $o.10 
cash 
Quarterly Income Shares, Inc.|} Oct. 15 $1 in 5-yr. 5% debentures 
Newport Industries, Inc......}| Oct. 26 $0.75 in 10-yr. 570 7) notes 
Bardstown Distillery, Inc....} Oct. 27 $0.07} in 1-yr. 3% notes 
*United Drill & Tool Corp....} Dec. 1 $0.80 in 6-mo. 5% notes 
*Indian Refining Co.......... Dec. 3 $0.15 in 5-yr. 5% notes 
Jacobs (F. L.) Co., Inc....... Dec. 6 $1.50 in 5-yr. 53% notes 
Clayton & Lambert Mfg. Co..| Dec. 15 $0.50 in 4-yr. 4% conv. notes 
Falstaff Brewing Corp....... Dec. 15 $1 in 10-yr. 5% deb. notes, and 
$o.25 cash 
McClanahan Refineries, Inc..| Dec. 15 $0.04 cash and $0.06 in notes 
*Parker-Wolverine Co........ Dec. 15 $0.75 in 5-yr. 2% conv. deben- 
tures and $0.25 cash 
Ohio Finance Co............ Dec. 22 $0.50 in 5% notes and $0.30 cash 
Buell Die & Machine Co.....| Dec. 22 $0.06 in 3% notes 
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TABLE 5—Continued 








Type of Dividend and 
Name of Corporation 


Date of 
Payment 


Particulars 





*Copperweld Steel Co........ 
or een Corp. of Ameri- 


*Novadel Agene Corp.. 
Tung-Sol Lamps W: orks, ‘Inc. 
Vento Steel Products Co. . 
Advance Aluminum Castings 

ISS voc sannevosae tees 
Commercial Bookbinding Co. . 


*Garlock Packing Co......... 


Bellanca Aircraft Corp....... 
Tivoli Brewing Co... 
American Asphalt Roof Corp. 
Laclede-Christy Clay Prod- 

UG oo ens iewincaenes 


XIII. Obligations as a dividend on 
preferred stock: 
Kinney (G. R.) Co., Inc... .. 


*Austin, Nichols & Co., Inc. 
Bobbs-Merrill Co. ......... 
General Gas & Electric Corp.f 


XIV. Obligations of another com- 
pany as a dividend on capi- 
tal stock: 

Mission Oil Co., Kansas City, 
ML ayroace on inkceeinie lamin 


XV. Option of cash or own obliga- 
tions as a dividend on com- 
mon stock: 

Howell Electric Motors Co... 


XVI. Option of cash or obligations 
of a subsidiary as a dividend 
on common stock: 

Congress Cigar Co.f........ 





Dec. 22 


Dec. 23 
Dec. 23 
Dec. 23 
Dec. 23 


Dec. 24 
Dec. 24 


Dec. 24 
Dec. 27 
Dec. 27 
Dec. 28 
Dec. 28 


1936 
Dec. 28 


1937 
Apr. 10 
May 31 
Dec. 30 


1936 
Dec. 28f 


1937 
Dec. 28 


1936 
Oct. 31 





$1 in 10-yr. 4% certificates of in- 


debtedness 


$1 in 5-yr. 6% notes 

$1 in non-interest-bearing notes 
$0.40 in 3-yr. 4% notes 

$0.10 in 2-yr. 3% notes 


$o.50 in 5-yr. S% notes 

$2 in 3-yr. 5% notes and $0.50 
cash 

$2 in 10-yr. 44 % conv. notes and 
$0.75 cash 

$0.50 in 4-yr. 4% notes 

$0.50 in 5% conv. debentures 

$13 in 1-yr. 3% notes and $2 cash 


$0.25 in 3% notes maturing Sept. 
I, 1938 


$1 in 5% scrip, due Dec. 28, 1938 


$4 in 5-yr. notes and $1 cash 

$14.62} in 44% debenture notes 

$1.50 on $6 conv. pfd. A, $1.50 on 
$6 conv. pfd. B, $2 on $8 pfd. 
A, and $1.75 on $7 pfd. A, all 
in 4% scrip due Dec. 30, 1942 


Note of Southwestern Develop- 
ment Co. delivered to trustee 
who prorates collections of 
principal and interest among 
common stockholders at rate of 
$2 per share 


$0.12} in cash or in 6-mo. notes 


$2 in cash or in bonds of Porto- 
Rican—American Tobacco Co. 
on basis of $810 worth per 
$1,000 bond, plus $20 accrued 
interest 





t This company paid a similar divider J in 1935. 
t This is the date on which the S.E.C. approved this type of distribution. The dividend is to be paid 
in instalments as the note is met by the Southwestern Development Co. 


245 











THE JOURNAL OF BUSINESS 





246 


obligations is secure in the knowledge that it will receive a dividend 
paid credit. The element of doubt which exists in the cases of 
most stock dividends is completely eliminated. Furthermore, the 
charters of many corporations do not permit the issuance of addi- 
tional stock without amendment. Debentures or notes, on the 
other hand, may be authorized at the discretion of the directors. 
Also, in the case of small companies, scrip and notes are some- 
what more marketable than is capital stock, and thus offer the 
recipient a better opportunity ultimately to realize cash. 


XII. OBLIGATIONS AS A DIVIDEND ON COMMON STOCK 

Typical of the forty-three common stock dividends in obliga- 
tions of the corporations is that of the Garlock Packing Company. 
The directors declared a cash dividend of thirty-seven and one- 
half cents and a dividend of $2.00 a share in new 4} per cent 
ten-year convertible notes on the common stock both payable 
December 24, 1936. G. L. Abbott, president, stated in a letter 
to stockholders that the federal surtax had placed the company 
at a distinct disadvantage. Especially onerous, he declared, was 
the Treasury Department’s ruling that the amount of the com- 
pany’s mandatory sinking-fund payment on funded debt was not 
a properly deductible item from the undivided income subject to 
surtax. Another point made was the provision whereby no ex- 
emption from surtax was provided for the purchase of equipment 
and facilities, for increases in working capital, and for reserves 
against future necessities. Faced with this problem, Mr. Abbott 
stated, the company decided: 

1. To distribute in cash dividends only the approximate amount that 
would normally be so disbursed. 

2. To avoid the imposition of the surtax in the higher brackets by the 
distribution of a dividend in the obligations of the company. 

3. To accept the imposition of the surtax in all or some part of the two 
lowest surtax brackets.# 


The United Drill and Tool Corporation on December 23, 1936, 
paid forty cents on its common stock in 5 per cent dividend notes, 
Series A, maturing June 23, 1937, and forty cents in dividend 


42 Standard Corporation Records, August 20, 1937. 
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notes, Series B, maturing June 23, 1938. It was stated that the 
dividend notes would constitute a dividend paid credit to the 
company in respect of the undistributed profits tax imposed by 
the Revenue Act of 1936, and the receipt thereof would consti- 
tute taxable income to stockholders in the same manner as though 
the dividend were paid in cash. The Series A notes were paid 
in cash on March 15, 1937, and the B notes on May 15, 1937, 
both at par value. The benefits derived by the corporation from 
payment in notes were of little value in this case. Since the notes 
were paid at par value the effect was the same as if a cash divi- 
dend had been paid immediately. Furthermore, no interest pay- 
ments would have been necessary in the event of a cash payment. 
The only justification for dividends in short-term notes of this 
type is an acute need for cash at the time of the dividend declara- 
tion, the need possibly resulting from seasonal variations in busi- 
ness volume. 

The Novadel-Agene Corporation, makers of Kooler-Keg beer 
cooling and dispensing systems, paid a $1.00 common dividend on 
December 23, 1937, in non-interest-bearing notes, one-half due 
April 1, 1938, and one-half due July 1, 1938. Normally two cash 
dividends of fifty cents each would have been paid on April 1 
and July 1, 1938. But the company, wishing to reduce the surtax 
otherwise payable on its 1937 undistributed income, issued these 
notes before the close of that year and in anticipation of its two 
1938 dividends. Thus the company was able to circumvent the 
tax in 1937, actually paid no cash out to stockholders until 1938, 
and incurred no extra costs since the notes were non-interest 
bearing.*3 


XIII. OBLIGATIONS AS A DIVIDEND ON PREFERRED STOCK 

Four corporations reported the payment of dividends on their 
preferred or other preference stocks in obligations. The General 
Gas and Electric Corporation paid four such dividends on four 
different classes of preferred stocks. In order to reduce its surtax 
liability, Austin, Nichols and Company, Inc., paid on April 10, 
1937, $1.00 in cash and $4.00 in five-year notes on its prior class 


43 Fitch Revisions, December, 1937. 
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A stock. Payment of the bulk of the dividend in noncurrent 
notes instead of cash helped increase net working capital by 
$124,000 so that it aggregated $2,104,000 on April 30, 1937. 


XIV. OBLIGATIONS OF ANOTHER COMPANY AS A DIVIDEND ON CAPITAL STOCK 


The Mission Oil Company of Kansas City, Missouri, was the 
recipient of $832,935 of the dividend paid in notes by the South- 
western Development Company.** A cash payment of $144,682 
was made to redeem some of these notes. The Securities and Ex- 
change Commission described as follows the proposed distribu- 
tion of a dividend by the Mission Oil Company on the basis of 
the still unpaid notes that it held: 

Such note will constitute taxable income received by the declarant [Mis- 
sion Oil Company] in the current fiscal year. Under the Revenue Act of 
1936 the declarant will be obliged to pay a surtax on its adjusted net income 
for the current fiscal year to the extent that it fails to make an equivalent 
taxable distribution to its stockholders. The declarant has therefore effected 
an arrangement whereby it will distribute among its own stockholders 
equitable rights in the balance which will remain unpaid on the aforesaid 
note of the Southwestern Development Company after the endorsement of 
the aforesaid payment thereon.‘ 


The S.E.C. stated further: 

In order to accomplish this result, the Mission Oil Company will transfer 
the endorsed note of the Southwestern Development Company to the Com- 
merce Trust Company of Kansas City, Mo., which will hold the same pur- 
suant to a trust agreement for the benefit of the holders of the common 
stock of the declarant. The declarant will cause the trustee to issue to its 
stockholders trustee certificates of beneficial interest having a principal 
amount of $2 for each share of common stock which the declarant has out- 
standing. The holder of each such certificate will be entitled to receive a 
pro-rata part of all collections of principal and interest which the trustee 
makes on the note of the Southwestern Development Company. The trustee 
certificates will be delivered to the holders of the common stock of the Mis- 
sion Oil Company as a dividend on such stock.* 


While the stockholders of the Mission Oil Company did not 
receive the notes of the Southwestern Development Company, 
the receipt of trustee certificates is tantamount to actual receipt 
of the notes themselves. 


44 See Table 5, Group XII, p. 244-45. 
4s New York Times, December 29, 1936. 4 Ibid. 
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The apportionment of dividends in obligations among long- 
and short-term notes, scrip, certificates of indebtedness, and de- 
bentures is of interest. Eight corporations paid dividends in notes 
maturing in one year or less while twenty-two paid in notes issued 
for a longer period of time. There is danger inherent in shifting 
the burden to a far-off date, because the date may come when 
the corporation is in financial difficulties in a depression period. 
Short-term notes of one year or less are of doubtful efficacy since 
the cash will have to be disbursed within a very short time. 
Eight corporations issued dividends in debenture bonds. Resort- 
ing to the placing of such a burden on all or a part of the cor- 
porate assets in order to avoid the undistributed profits tax is of 
extremely doubtful worth. Three corporations issued dividends 
in scrip payable at a future date, while two paid a dividend in 
certificates of indebtedness. Both forms closely resemble notes; 
all objections to the latter are equally applicable to scrip and 
certificates of indebtedness. 

Sixteen companies reported a cash disbursement at the same 
time as the payment in obligations was made. This may be inter- 
preted in either of two ways. One author terms it “a thoughtful 
concession to the stockholders who need cash to pay their income 
taxes received in obligations but who could not pay them in 
notes or scrip.”47 It may also be argued that the corporations 
did not consider the needs of the stockholders but paid cash only 
in amounts normally so disbursed. Extra dividends forced out 
by the tax were paid in obligations. The dividend of the Garlock 
Packing Company carried this type of division between cash and 
obligations. 

The final groups of dividends cover payments taken optionally 
either in cash or in obligations. 


XV. OPTION OF CASH OR OWN OBLIGATIONS AS A DIVIDEND 
ON COMMON STOCK 


The Howell Electric Motors Company declared a dividend of 
twelve and one-half cents per share on its common stock payable 
December 28, 1937, in cash or in six-month notes. The undis- 


47 W. T. Rhame and W. L. Cary, ‘‘Some Recent Corporate Solutions to the Un- 
distributed Profits Tax,” Harvard Business Review, summer, 1937, Pp. 493- 
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tributed profits tax was not mentioned in connection with the 
declaration. However, the combination of the two types of divi- 
dends which clearly result in exemption for the corporation into 
a single dividend strengthens the belief that the tax caused this 
payment. 


XVI. OPTION OF CASH OR OBLIGATIONS OF A SUBSIDIARY AS A 
DIVIDEND ON COMMON STOCK 


The dividend of the Congress Cigar Company payable in cash 
or in bonds of the Porto-Rican Cigar Company was similar to the 
Howell Electric Motors Company payment except that here a 
long-term obligation was offered rather than a short-term note. 
The bond option was weak because the offered security was selling 
at a discount from par ($810) at the time of the dividend declara- 
tion. 

RIGHTS FOR THE PURCHASE OF CAPITAL STOCK 


The distributions discussed up to this point have excluded, for 
the most part, even a temporary withdrawal of cash from the 
corporation. Only when cash accompanied a noncash dividend or 
was offered as an alternative to such a payment did a reduction 
of working capital take place. Some corporations have, however, 
allowed their working capital to be depleted by a large cash divi- 
dend and have immediately recovered the cash by the sale of 
new stock. The desire to maintain a simple capital structure has 
been the main factor in the decisions of many companies to forego 
the issuance of stock dividends or the payment of dividends in 
obligations. They have been able, through the use of the device 
of stock rights, to pay, in effect, a stock dividend in the same 
stock as that already held by the stockholder and yet claim ex- 
emption from the undistributed profits tax.” 

The mechanism is a simple one. A cash dividend is paid by the 
corporation which thereby receives exemption from the undis- 
tributed profits tax. The corporation, either before or after pay- 
ing the dividend, offers to its stockholders the right to purchase 
new shares of the stock at a price below the prevailing market 
value of the issue. From the proceeds of such sales the corpora- 


48 Examples of such distributions will be fully explained under Groups XVII 
and XVIII. 














TABLE 6 






STOCK RIGHTS OFFERED IN CONNECTION WITH 
THE UNDISTRIBUTED PROFITS TAX 











Type of Offer and Date of r Supplementary 
Name of Corporation Record Particulars Data 
XVII. Rights for the purchase 
of common stock: 1936 
Hamilton Mfg. Co....... Oct. 6 | 4/10sh.com.| $35 paid on pfd. in Mar., 
and 65/100] 1937 
sh. cl. A for 
1 held at 
$10 
Doehler Die Casting Co...} Oct. 7 | 36/100 for 1 | $1 dividend in 1936 first 
held at $31 since 1925 
Western Auto Supply Co.} Oct. 7 | 1/8cl. A $3 extra dividend in 1936 
com. for 1 
cl. A or cl. 
B. held at 
$48 
*Marchant Calculating 
Machine Co..........} Oct. 7 | 1for6held | Extra dividend of $1.50 
at $18 in Dec., 1936 
*New Britain Machine Co.} Oct. 15 | 1 for 8 held | $28 paid on pfd. in Nov., 
at $25 1936 
Peter Paul, Inc.......... Nov. 2 | 1 for 40 held | $4.75 dividend in 1936 
at $56 
cL ee Nov. 25 | 1 for 4 held at} $1 extra dividend in Dec., 
$15 1936 
Murray Ohio Mfg. Co....} Nov. 30 | 1 for 10 held | $1.40 dividend in 1936; 
at $28.50 first since 1930 
Black & Decker Mfg. Co..| Dec. 3 | 1 for 5 held | To retire cum. pfd. to 
at $21 prevent dividends 
*Yellow Truck & Coach 
ME Cc Se eccen woees Dec. 4 | 43cl. Bcom. | $35 dividend on pfd. 
for 100 cl. 
B or com. 
held at $10 
Le Tourneau (R. G.), Inc.| Dec. 7 | 1 for 1 held | $4.50 extra dividend in 
at $4.50 1936 
*Hollander (A.) & Sons 
ROS pend MO ee Dec. 8 | 1 for 7 held | $3.25 extra dividend in 
at $18 1936 
Standard Tube Co.......| Dec. 10 | 1 for 3 held | $1.40 dividend on pfd. in 
at $4 1936 
Florence Stove Co....... Dec. 14 | 4 for 1 held | $4.75 dividend in Dec., 
at $30 1936 
Bird Machine Co........ Dec. 15 | 1 for 1 held | $5.25 dividend in 1936; 
at $5 first since 1933 
*Montgomery, Ward & Co.| Dec. 23 | 1 for 7 held | $2.90 extra dividend in 
at $40 Jan., 1937 
*Sears, Roebuck & Co.....| Dec. 26 | 1 for 10 held | $4.75 paid in Dec., 1936, 
at $72 and Jan., 1937 
1937 
*Krueger (G.) Brewing Co.| Jan. 9g | 1 for 4 held | $0.50 extra dividend in 
at $15 Jan., 1937 
Hercules Powder Co.....| Feb. 9 | 1 for 4 held | $0.42 special dividend in 











at $30 








Dec., 1936 









































TABLE 6—Continued 








Type of Offer and 
Name of Corporation 


Date of 
Record 


Particulars 


Supplementary 
Data 





Belden Mfg. Co 


Feltman & Curme Shoe 
Stores Co 


*Casco Products Corp..... 
Ferro Enamel Corp 
Noblitt-Sparks Industries 


American Brake Shoe & 
Foundry Co........... 


*Taylor-Colquitt Co 
*Berghoff Brewing Corp... 
Fedders Mfg. Co........ 


*Emerson Electric Mfg. 


Allied Mills, Inc 


Container Corp. of Ameri- 


Armstrong Cork Corp... . 


Sundstrand Machine Tool 


*R. H. Macy & Co., Inc... 
Peter Paul, Inc 
Belden Mfg. Co 
Bird Machine Co 
XVIII. Rights for the pur- 
chase of preferred 
stock: 


Patchogue-Plymouth 
Se eee 


Republic Petroleum Corp. 





Feb. 5 


Feb. 5 
Feb. 
Mar. 
Mar. 


Mar. 
Mar. 
Apr. 
May 


May 


May 


June 


June 


June 


July 


July 
Aug. 
Nov. 
Dec. 


Dec. 


1936 
Nov. 23 


1937 
Mar. 18 





1 for 5 held 
at $10 


1 for 5 held 
$6 


a 
1 for 10 held 

at $25 

for 5 held 

at $27 

for 5 held 

at $43 


for 10 held 
at $50 
for 5 held 
at $25 
for 9 held 
at $10 
for 5 held 
at $15 


for 3 3/8 
held at 
$0.373 

for 15 held 
at $20 


for 5 held 
at $23 


for 7 held 
at $20 


for 5 held 
at $22 
for 6 held 
at $45 


for 5 held 
at $20 

for 10 held 
at $37 

for 40 held 
at $27.50 
for 10 held 
at $10 

for 3 held 
at $5 


pid. for 1 
com. at $1 


pfd. for 25 
com. at 
$50 





$1.70 extra dividend in 
Dec., 1936 


$3.50 dividend on pfd. in 
1936 
$2.75 dividend in Feb., 


1937 ; 
$3 in 1936; $2.50 in 1937 


$1.50 special dividend in 
1936; $3 in 1937 


$3.40 paid in 1937 
$2.75 dividend paid in 


1936 

$1.25 extra paid in 1936 
and 1937 

$4.073 paid in 1936 and 
1937 


$31.50 dividend paid on 
pfd. in Sept., 1937 


$2 dividend early in 1937 


$0.75 extra dividend in 
Nov., 1936 


73% arrearage on pfd. 
paid in Sept., 1937 


$3 extra dividend in Dec., 
1936 

$1 extra dividend in Dec., 
1936 


To redeem 1936 dividend 
notes 
$0.75 extra dividend in 


se ae 
$2.45 dividend paid in 
1937 5 at : 
$1.20 extra dividend paid 
in 1937 
$2.50 dividend paid in 
1937 


$4 dividend paid in 1936 


1937—first dividend since 
1935 
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tion is enabled to replenish its working capital. It has, when the 
intervening transactions are discounted, paid a dividend in the 
same stock as formerly held by the shareholder and has received 
a dividend paid credit. 

It has been argued that the shareholder is under no compulsion 
to purchase the offered stock and that the purpose of the sale 
may thus be defeated. However, the shares held by a person re- 
fusing to subscribe to the rights are diluted by the issuance of 
more shares at a lower price equally as much as are the shares 
of the person who subscribes to the stock. He is therefore in the 
position where his stock has depreciated in value rather sharply 
and he has not received the extra shares which recover such de- 
preciation for the other stockholders. The net result is that the 
stockholder either purchases the additional shares or sells the 
rights to someone who has intentions of buying. In either case 
the corporation receives the desired funds.*? 

The exact extent to which the undistributed profits tax has 
caused the offering of stock rights upon payment of a cash divi- 
dend is impossible of determination. The maximum number of 
possibilities uncovered in this survey—i.e., 41—are included in 
Table 6. The minimum number, thirteen, represents simply those 
cases where a definite statement linking the rights to the tax was 
made by a representative of the corporation. These are distin- 
guished by asterisks in the table. Two factors were deemed neces- 
sary to cause inclusion in the list of the maximum number. First, 
the offer of rights to subscribe to stock must have been announced 
in connection with or in close proximity, temporally speaking, to 
the payment of a cash dividend. Second, the corporation must 
have announced that the replenishment of working capital con- 
stituted at least one of the reasons for the offer of privileged sub- 
scription. When there was no statement of purpose the example 
was thrown out, although the quoted statement of Messrs. Thorp 
and George should be kept in mind at this stage of the investiga- 

49 If, in the case of very small corporations, there is no market for the rights 
and the shareholders are too embarrassed financially to subscribe, the result may 


be that the corporation does not receive the desired funds. However, this is the 
result of a special case and is believed to be the exception to the rule. 
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tion.s° With this type of approach in mind, Table 6 has been 
provided with columns showing the date of record for purchase 
of the rights, the particulars of the offer, and the available supple- 
mentary data on dividends paid close to the time of the offer. 


XVII. RIGHTS FOR THE PURCHASE OF COMMON STOCK 

Montgomery, Ward and Company, Inc., filed a registration 
statement on November 27, 1936, with the Securities and Ex- 
change Commission covering the proposed issue of shares of no- 
par common stock warrants to purchase additional common 
stock. Rights were offered to the shareholders at the rate of one 
share for each seven held at $40 per share, approximately $10 
below the market price. It was stated that approximately ten 
million dollars of the proceeds from the sale of the stock would be 
used to reimburse the company for dividends on common stock 
to be paid prior to January 31, 1937 (actually paid on January 
15, 1937).™ 

The management of Sears, Roebuck and Company was ex- 
plicit in its statement that the replenishment of its resources was 
the purpose for the offer of rights to its common stock. A letter 
to stockholders stated, in part: 

In accordance with the company’s policy of maintaining a simple capital 
structure, consisting solely of one class of stock, your Directors believe that 
the additional permanent capital requirements of the company should be 
met principally by granting to the stockholders of the company an oppor- 
tunity to subscribe for one additional share for each ten shares held.5? 

All of the money received, it was stated, would be allocated 
toward the financing of expansions such as extra dividends to 
avoid surtax payments, larger inventories, and accounts receivable. 

The Marchant Calculating Machine Company adopted a simi- 
lar solution. However, it offered new stock rights prior to the 
determination of the amount of the dividend to be paid. The 
prospectus announcing the proposed issuance of additional stock 
pointed out that the addition of the proceeds of the sale to work- 
ing capital was expected to make available for dividends a sub- 
stantial portion of the net earnings for 1936. 

s° Thorp and George, op. cit., p. 13; see above, p. 230. 


5* Moody’s Industrials, December 2, 1936. 52 Ibid., October 28, 1936. 
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The Yellow Truck and Coach Manufacturing Company’s solu- 
tion is illustrative of the ease with which a subsidiary of a well- 
entrenched corporation may replenish its working capital. The 
General Motors Corporation owned all of the common stock, 
about 70 per cent of the preferred stock, and approximately 20 
per cent of the class B stock of the Yellow Truck Company in 
1936. The latter company made a profit of $4,500,000 in 1936 
and disbursed the entire amount as a dividend on its preferred 
stock in order to avoid an estimated surtax of $900,000. It then 
issued warrants for its class B common stock to its common and 
class B shareholders to provide additional working capital. Gen- 
eral Motors Corporation, being the only common shareholder and 
the owner of a good portion of the class B stock, subscribed to the 
issue with the cash it had received as a dividend and thus turned 
back the cash needed by its subsidiary for working capital. 

The provisions for tax avoidance that were made by several 
other corporations are worthy of comment. The Emerson Electric 
Manufacturing Company is typical of the many corporations 
which sold additional common stock to current shareholders for 
the purpose of raising sufficient cash to pay dividend arrears on 
outstanding cumulative preferred stock. This company used the 
$750,000 received to pay $29.75 in arrears on its preferred stock. 

The effect of the tax on a corporation in a highly regulated 
industry is apparent in the case of the Berghoff Brewing Corpora- 
tion. State laws prohibited this company from distributing beer 
outside its home state. The corporation had proposed to finance 
a new brewery in an adjoining state from current earnings, but 
the undistributed profits tax handicapped this plan since no 
credits would be received for the expenses of expansion. The 
corporation paid a dividend rather than pay the tax in the higher 
brackets and had to resort to the sale of stock to raise the neces- 
sary funds for the brewery. 

The Sundstrand Machine Tool Company paid a dividend on 
its common stock in notes on December 15, 1936. On July 15, 
1937, it offered the common shareholders rights to more stock. 
The purpose of the sale was, in part, to redeem the notes which 
had been paid as a dividend in 1936. The common stockholders 
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here were, in effect, forced to make a commitment to purchase 
stock before they received any of the cash due them on the divi- 
dend notes. 


XVIII. RIGHTS FOR THE PURCHASE OF PREFERRED STOCK 


Offers of rights to purchase preferred stock were not so numer- 
ous as were rights to common stock. This is accounted for pri- 
marily by the fact that, in issuing stock rights, corporations were 
in the main attempting to maintain simple capital structures. 
This purpose would be defeated if dealings were authorized in 
stock other than the basic issues of the corporation. The Patch- 
ogue-Plymouth Mills Corporation offered rights to all stock- 
holders to subscribe to new preferred shares in November, 1936. 
This offer preceded the December dividend payment on the com- 
mon shares in the same new preferred and was intended as a 
means of upsetting the single stock structure of the corporation 
so that the future dividend would unquestionably be taxable to 
the common stockholders. Further evidence of the relation of the 
stock offer to the undistributed profits tax is found in the pay- 
ments totaling $4.00 per share on the common stock in 1936, 
these being the first dividend distributions since 1930. 

In many cases the rights offered to stockholders were designed 
to return to the corporation a larger amount of money than had 
been expended in payment of the cash dividends. Montgomery, 
Ward distributed some twenty million dollars in dividends and 
obtained about twenty-five millions. Sears, Roebuck and Com- 
pany paid $25.6 million and received $34.5 million. As far as the 
stockholders are concerned, they are in the position of having, in 
effect, received a stock dividend upon which they must pay a 
tax in addition to having paid for the stock and having contrib- 
uted additional funds for financing the expanding business of the 
company. 

EXCHANGES OF STOCK, RECAPITALIZATIONS, AND DIVIDEND 
RESTRICTING CONTRACTS 
The corporate practices included under this heading are di- 


vided into two main groups: exchanges of stock, including re- 
capitalizations, and dividend restricting contracts. 
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EXCHANGES OF STOCK AND RECAPITALIZATIONS 

Exchanges of stock and recapitalizations which resulted either 
directly or indirectly from the imposition of the undistributed 
profits tax have not been considered within the direct scope of 
this paper. Neither names nor particulars are recorded. They 
are, however, readily available in the financial periodicals and 
from prospectuses submitted by the corporations to the Securi- 
ties and Exchange Commission. The number of corporations with 
accumulated dividend arrears on preferred issues was very great 
in 1936. Because of state laws compelling payment of accumu- 
lated arrearages on preferred stocks before any payments could 
be made on common shares, those concerns which had substantial 
earnings for that year found it necessary to recapitalize. Only 
then could dividends be paid on the common stock. The alterna- 
tive to recapitalization was a surtax liability on the entire amount 
of the adjusted net income. Proposed plans usually involved the 
issuance of new stock and cash in payment of the arrears and in 
exchange for the cumulative stock issues upon which such divi- 
dends were due. 

An interesting commentary on attempts to recapitalize to 
avoid the surtax comes from Delaware. The courts in that state 
declared that any amendment to a charter designed to eliminate 
accumulated dividend arrears was not valid in the case of cor- 
porations organized prior to 1927.53 As a result of this decision 
at least two companies had to abandon recapitalization plans. 
They were the Federal Water Service Corporation and the Na- 
tional Supply Company of Delaware. After suffering this set- 
back the latter corporation proceeded to merge and dissolve its 
four subsidiaries by transferring their assets to the parent com- 
pany and canceling and redeeming their capital stocks. The 
changes were made to effect savings in federal surtaxes which the 
parent company would otherwise have been liable for upon the 
dividends received from the subsidiaries. The National Supply 
Company also paid a dividend in preferred stock on its common 
shares as a means of further circumventing the undistributed 
profits tax.54 

53 Keller et al. v. Wilson & Co., Inc., 190 Atl. 115. 


54 See Table 2, Group I, p. 228. 
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DIVIDEND RESTRICTING CONTRACTS 

Several corporations claimed immunity from the tax because 
of restrictions on dividends.*’ The strict interpretation by the 
Treasury Department of the provision for exemption on account 
of contracts restricting dividends provided in Section 26 (c) (1) 
makes comment on such examples advisable. The Oliver Farm 
Equipment Company was rendered exempt by a finance agree- 
ment dated December 31, 1935. This company cannot, so long 
as certain bank notes are outstanding, pay cash dividends on its 
capital stock. 

The Edward G. Budd Manufacturing Company paid no divi- 
dends in 1936 and 1937. It made no provision for surtax pay- 
ments because it was indebted to the Federal Reserve Bank which 
stipulated that no dividends might be paid. Its subsidiary, Budd 
International Corporation, is also exempt, as its common shares 
were pledged as collateral for the loan of the parent company. 
The Budd Wheel Company, an affiliated organization, reported 
that its surtax would have been increased by $160,000 for the 
years 1936 and 1937 except for the presence of a sinking-fund 
contract entered into in 1925. 

The United States Rubber Company, prior to the enactment 
of the 1936 law, had tried several times to eliminate the require- 
ment that dividends could not be paid unless the surplus were 
equal to that prevailing on January 1, 1917. However, with the 
passage of the Act, the restricting clause was welcomed by the 
company. A representative stated that no provisions for surtax 
had been made because the law permitted credits to corporations 
which could not declare dividends “‘without violating a provision 
of a written contract executed by the corporation prior to May 1, 
1936.” 

YEAR-END PAYMENTS 

Among the phenomena resulting from the undistributed profits 
tax is the marked increase in year-end dividends. The law pro- 
vided no credit for profits paid out after the close of the taxable 

5s It is extremely difficult to uncover such dividend restricting contracts. No 
attempt has been made to compile a list because it would be incomplete. 

56 See Indenture of the First and Refunding Mortgage, 1917, p. 130. 
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year. In order to secure credits, corporations had to anticipate 
the full extent of the year’s earnings and make a distribution 
based on their estimates before the close of the period. The R. J. 
Reynolds Tobacco Company discarded its old schedule of pay- 
ments, declaring that 

it cannot be intelligently operated in connection with the requirements of 
the Federal law imposing a Surtax on Undistributed Profits, which law 
makes it desirable for the Directors in determining dividend payments, 
particularly the last payment in the year, to have before them the fullest 
possible indications as to earnings for the year.s7 


The relative extent of the preponderance of year-end dividends 
may be gleaned from the reports in Tables 2-5. Of the total 
of 159 dividends for which dates are recorded, 94 were paid in 
December. Although the same high ratio does not hold for all 
dividends paid, it is indicative of the time of the year that divi- 
dends attributable to the tax were paid. Observation of American 
dividend practice for the years prior to the undistributed profits 
tax shows that quarterly and semiannual dividends prevailed 
rather than any concentration on year-end payments as occurred 
with the imposition of the undistributed profits tax. 

The total number of corporations which took advantage of the 
opportunities offered by the Treasury Department and the Rev- 
enue Act of 1936 to distribute taxable noncash dividends was ex- 
tremely small in view of the total number of corporations for 
which data are furnished by the financial periodicals. In all, 168 
corporations are listed as having distributed dividends within 
the scope of this survey.s* This constitutes but a small percent- 
age of the several thousand corporations for which data are avail- 
able and a still smaller percentage of the total number of cor- 
porations in the United States. This number is small primarily 
because corporation executives were unwilling, on the whole, radi- 
cally to alter dividend policies. They did not wish to cross un- 
charted seas, fearing that they might strike the reef of a Treasury 

57 Letter of October.21, 1937, to stockholders of R. J. Reynolds Tobacco Co. 
signed by President James A. Gray. 


58 This total excludes all duplications. Each corporation is considered but once, 
even if it distributed several dividends. 
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ruling declaring such dividends nontaxable to the recipient. It is 
small, also, because of the limited sources for the collection of 
data. 

Most corporations resorted to increased cash dividends. 
Eighty-six per cent of all corporations reporting to the Dun and 
Bradstreet Survey paid cash dividends in 1936; 2 per cent re- 
ported optional dividends; stock dividends were employed by 6 
per cent and obligations by 6 per cent. This survey also reported 
that 220 of 310 corporations answering a query on forms of divi- 
dends paid larger cash dividends in 1936 than in 1935, and that 


TABLE 7 


DISTRIBUTION OF TOTAL NUMBER OF CORPORATIONS 
AMONG CLASSES OF ENTERPRISE* 











Class of Enterprise Absolute Percentage 
Figures 
Total number of corporations... . . 168 100 
Industrial corporations........... 148 88 
MI, 3 nce dnteeminemnes 5 3 
EES FS on co a adcasaip Se nace W als 2 I 
Financial corporations............ 13 8 











* Corporations have been classified as in Moody's Manual. This break- 
down is of course open to question, for there is no clear-cut distinction in 
the case of many corporations. 


the tax led to a marked increase in dividends among 65 per cent 
of 459 corporations answering a question on dividend increases 
in 1936.59 

Industrial corporations constituted an overwhelming majority 
of the total number of corporations recorded in this survey. Pub- 
lic utility corporations, railroads, and investment trusts are sub- 
ject to regulatory control by the government. Since retention of 
earnings is ordinarily only a minor source of capital in those types 
of enterprises, the undistributed profits tax did not affect them 
in so forceful a manner as it did manufacturing corporations and 
corporations in the extractive industries. Table 7 distributes the 
total number of corporations included in this survey among the 


89 Thorp and George, op. cit., pp. 10, 16. 
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types of enterprise. Industrial corporations are present in all 
dividend groups; there is no concentration of the other concerns 
into any single group; they are found in eight of the eighteen 
groups. 


DISTRIBUTION OF TYPES OF PAYMENT BY 
SIZE OF CORPORATIONS 

Commentators upon the undistributed profits tax law have 
been almost unanimous in holding that stock rights would be 
confined, for the most part, to established corporations with 
strong financial positions, many stockholders, and a broad market 
in which to sell.™ Critics have also stated that small corporations 
whose capital stocks are not readily marketable or transferable 
into cash would rely primarily on dividends in obligations to avoid 
the tax. An analysis of the types of payment by size of corpora- 
tion has been attempted. Combined capital and surplus was used 
as the measure of size. The groups are as follows: small and 
medium, below $2,000,000; large, above $2,000,000. This division 
is purely arbitrary. No really small corporations, which may be 
defined as those with combined capital and surplus below $200,- 
000, have been included; the sample is heavily weighted by large 
corporations. This emphasis on large corporations is due to the 
failure of the financial services to include reports of small com- 
panies. 

The total number of corporations using the various forms of 
optional dividends was slightly greater than the total for any 
other major group. The prospect of definite exemption appealed 
to most corporations. There was, furthermore, no clear-cut divi- 
sion of optiona! dividends between large and small corporations, 
thirty-two small and twenty-four large companies utilizing those 
types of payment. Simple stock dividends were confined some- 
what more closely to large corporations, 64 per cent of such divi- 
dends having been distributed by larger corporations. Dividends 

6 The railroads are distributed among Groups I and X; public utilities among 
Groups I, VI, VIII, and XII; and financial corporations among Groups I, VI, 
VIII, IX, XI, XII, and XIII. 

& Thorp and George, op. cit., p. 10; M. Slade Kendrick, The Undistributed Profits 
Tax, pp. 70-80. 
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in obligations, as predicted by authoritative critics, were used 
by corporations which did not have broad facilities for financing; 
66 per cent of such payments were by small and medium-sized 
corporations. Stock rights were distributed evenly among large 
and small corporations; 55 per cent of the offers were made by 
large corporations and 45 per cent by small concerns. 


























TABLE 8 
FORMS OF DIVIDEND PAYMENTS BY SIZE OF CORPORATION 
Forms of Dividends Total* ae Large* 
Absolute Values 
Simple stock dividendsf.............. 55 20 35 
Optional dividends}................. 56 32 24 
Dividends in obligations§............ 41 27 14 
ARR Sr reer eee 38 17 21 
Percentage Distribution 
Simple stock dividends............... 100 36 64 
Optional dividends.................. 100 57 43 
Dividends in obligations............. 100 66 34 
rs oo sak Week haeenenn eed 100 45 55 














* These totals are those for numbers of corporations; they do not represent the number of dividends 
distributed. 

t Includes Groups I, II, III, 1V, V, X, XI. § Includes Groups XII, XIII, XIV. 

t Includes Groups VI, VII, VIII, IX, XV, XVI. || Includes Groups XVII, XVIII. 


COMPARISON WITH 1935 

The small total, 207, which represents all noncash dividends 
and stock offers by 168 corporations during 1936 and 1937 is 
proof beyond any shadow of doubt that such distributions did 
not appeal to corporation directors.” However, mere acceptance 

62 Any reference to the year 1936 should be interpreted to be only for the portion 
of the year that the tax was in existence. 

This total of 207 is for all distributions (see Table 1); it is greater than the total 
of 190 corporations listed in Table 8 because duplications within a single group have 
been eliminated from that table. This total, however, includes every distribution 
recorded in Tables 2-6. Table 7, on the other hand, differs from Table 8 because 
it omits all duplications. 
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of this small total and attendant dismissal of the whole idea of 
stock dividends, dividends in kind, and offers of stock rights as 
unpopular phases of an unpopular law should not follow. There 
were so few examples of such distributions prior to the life of 
the Revenue Act of 1936, particularly by the same companies 
that paid similar dividends in 1936 and 1937, that even the slight- 
est increase in the number stands out. Stock dividends, other 
than on the same class of shares, were almost unheard of. Divi- 
dends in obligations were few and far between; being under no 
compulsion to pay dividends, corporations let them pass rather 
than incur what one authority has termed a particularly ob- 
noxious form of debt. Optional stock dividends were regularly 
declared by a mere handful of corporations before 1936. Stock 
rights, while popular before 1936 as a means of raising capital, 
attained a position of greater importance during 1936 and 1937, 
although it is true that only part of this increased usage may be 
attributed to the undistributed profits tax. 

In Table 1 an analysis is made of the data available for com- 
parison of noncash payments in 1936 and 1937 with similar dis- 
tributions in 1935. The data for the two later years are taken 
from Tables 2-6. The 1935 figures were compiled from the De- 
cember, 1935, cumulative dividend edition of the Fitch Service 
which contains a record of all available dividend data for the 
year, and from the listings of stock rights in the same service. 
The assembled data show conclusively that those corporations 
which paid dividends in kind to avoid the tax did make distribu- 
tions which were unusual and probably unpopular before the 
Act went into effect. Only five corporations paid dividends in 
obligations, simple or optional, in 1935 as against seventeen in 
1936 and thirty-three in 1937. When the comparison is restricted 
to the same corporations, it is found that only two corporations 
paid dividends in obligations in 1935. 

Stock rights were used by twenty-one corporations during the 
whole of 1935;° in connection with the undistributed profits tax 
alone eighteen concerns employed such offers in 1936 and twenty- 


6s This total was derived from the Fitch Service; it excludes banks and insurance 
companies. 








264 THE JOURNAL OF BUSINESS 


three in 1937. Thus the tax alone accounted for approximately 
as many offers in both 1936 and 1937 as did all other reasons in 
1935. Beyond this there are records of sixty-five offers of stock 
rights to shareholders in 1936 and sixty-nine in 1937. Other reasons, 
primarily the expansion demanded by increased business volume, 
therefore accounted for the bulk of the increase, but stock rights 
associated with the tax were important in 1936 and 1937. Op- 
tional dividends, other than the option of cash or common on pre- 
ferred, increased considerably during the life of the law, reaching 
a peak of popularity in 1937. Eight optional stock dividends were 
paid in 1935, four by the same corporations as paid them in 1936 
and 1937; twelve were paid in 1936 and the total rose to thirty- 
seven in 1937. Most of the increase in simple stock dividends is 
accounted for by Group I, dividends of preferred on common 
having been employed most frequently in 1936 and 1937. Table 
1 shows emphatically that the total number of noncash payments 
attributable to the tax was very small; the comparison with all 
corporations for 1935 proves that there was a greater utilization 
of noncash dividends in 1936 and 1937 even though the number 
still remained small; and the 1935 comparison for the same cor- 
porations, by restricting the sample, proves conclusively that those 
corporations which decided to avoid the tax in this manner did 
so at the expense of change in established dividend practice in 
96 per cent of all cases. 














ACCOUNTING PRINCIPLES INTERPRETED IN 
THE LIGHT OF RECENT DEVELOPMENTS 


CARMAN G. BLOUGH'* 


O ME the term “accounting principles” does not mean a 

universal, divinely established body of truth, as it ap- 

parently does to some. I think of it as meaning professed 
or accepted laws of action or rules of conduct. The term does not 
relate merely to rules of double-entry bookkeeping but to prin- 
ciples of analysis and interpretation that go beyond the rules of 
double-entry bookkeeping. Neither do I think, as some do, that 
principles of accounting are so broad and basic that there are only 
two or three of them to be stated. Frankly I do not have any 
definite method of determining where the line should be drawn. 
To me it is rather a broad and quite indefinite line, but that fact is 
not particularly disturbing to me. Possibly some may prefer to 
designate “principles,” as used ' ere as “rules of procedure.” To 
that I can take no exception, but if we are not to limit unduly the 
meaning of the term it must be given a fairly inclusive definition. 


INFLUENCE OF PUBLIC UTILITY REGULATORY BODIES 


Ever since the amendment designed to put teeth into the Inter- 
state Commerce Act in 1906 and the development of the first 
strong mandatory state commissions with broad administrative 
and regulatory powers over public utilities created in 1907 by the 
states of New York and Wisconsin, governmental organizations 
have had ever increasing influence upon the principles of account- 
ing followed by business organizations. Most of the governmental 
authority that has been exercised over the accounting methods of 
the railroads and public utilities has been exerted through the 
media of uniform systems of accounts which the various regula- 
tory commissions have promulgated and in which they have pre- 


* Mr. Blough was formerly chief accountant for the Securities and Exchange 
Commission and is now associated with Arthur Anderson and Company, account- 
ants. 
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scribed the account titles to be kept and, with ever increasing 
specification of detail, the types of transactions to be entered in 
each account. At present a large proportion of the state utility 
regulatory bodies have authority over the accounting of the public 
utilities under their jurisdiction, and practically all those have 
prescribed uniform systems. 

Since the primary purpose of this authority in most states is 
to protect the interests of the consumers of electricity, the main 
interest of these regulating bodies in the accounts of the utilities 
has been to assure the adequate presentation of data essential to 
the fixing of rates for utility services. Recently, however, there 
has been an increasing interest on the part of such commissions in 
the financial aspects of the business and in the rights of public 
utility security holders. They have noted a relationship between 
the service and the financial phases of the business that makes it 
important to have well-balanced corporate structures as well as 
efficient and economical operating facilities. Because of this 
broadening of interest, recent uniform systems have covered a 
number of financial aspects of accounts not previously given much 
attention, and the commissions have sought greater authority 
over the financial practices of the companies. 

During the last twenty-five or thirty years the activities of the 
federal government relative to the regulation of business account- 
ing have increased very materially, until at present there are 
numerous federal bodies prescribing the accounting procedures to 
be followed by businesses subject to their jurisdiction. The oldest 
and best known of these is, of course, the Interstate Commerce 
Commission, dating from 1887, which prescribes the accounts to 
be kept and, to a considerable extent, the accounting principles to 
be followed by railroads, interurban lines, busses, trucks, etc., 
operating in interstate commerce. The Federal Communications 
Commission similarly regulates the accounting of telephone, tele- 
graph, and radio companies; the Department of Agriculture has 
authority over the accounts of stockyard companies; the Post 
Office and the Civil Aeronautics authority over air-transport com- 
panies; the Maritime Commission over shipping companies; the 
Federal Power Commission over gas and electric companies oper- 
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ating in interstate commerce; the Securities and Exchange Com- 
mission over public utility holding companies; etc.; etc. In each 
of these cases the regulatory commission prescribes uniform sys- 
tems of accounts for the companies under its jurisdiction and in- 
terprets them for the sake of bringing about uniformity in their 
accounting methods. 

While the uniform systems of the various state and federal 
authorities are not designed primarily for the purpose of establish- 
ing principles of accounting, nevertheless in prescribing the 
charges and credits to be included in each of the several accounts, 
they have established the usage of a substantial number of ac- 
counting principles among the companies subject to their sys- 
tems. Of course, in most cases, such commissions have not origi- 
nated the concepts they have codified but have expressed the 
reasoning and the thought of the times best adapted to their pur- 
poses. In doing so, however, the principles they chose to adopt 
were given important recognition that had its effect on the ac- 
counting of all lines of business. 

In recent years the most influential organizations issuing ac- 
counts for public utilities have been the Federal Power Com- 
mission and the National Association of Railway and Utility 
Commissioners. The first uniform system of accounts approved 
by the association was issued in 1920, and its second and most 
recent one was issued in 1936. The Federal Power Commission 
also adopted its most recent uniform system in 1936. Owing to 
the fact that the committee of the association and the representa- 
tives of the Power Commission worked very closely together dur- 
ing the preparation of these systems, the accounting features in 
them are practically identical. Much of the new material that was 
incorporated in them first appeared in the New York and Wiscon- 
sin systems which were promulgated in 1933 and 1934 when these 
states became dissatisfied with the 1920 association system they 
had been using. 

Many are familiar with the controversy that has been waged 
with respect to the breakdown of property accounts to show the 
“original cost” of the utility property. “Original cost” is defined 
to mean the cost of the property to the person first devoting it to 
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the public service. To carry this amount in the books an acquisi- 
tion adjustment account is provided to record the difference be- 
tween the cost to the accounting utility and the “original cost.” I 
think this feature was first introduced by the New York Commis- 
sion in 1933 and was shortly followed by Wisconsin. It has now 
been adopted by the Federal Power Commission and the National 
Association of Railway and Utility Commissioners. There ap- 
pears little doubt that it will be adopted by a substantial number 
of states. The purpose of it, of course, is to establish a continuing 
record of the original cost factor for use in rate cases. 

Other items of interest that are common to the recent classifica- 
tions are the segregation of property held for future use; the in- 
stallation and maintenance of continuing plant records, i.e., a 
perpetual inventory of utility plant units; the establishment of 
property units for the purpose of more definitely determining the 
line of demarcation between retirements and repairs; the elimina- 
tion of stock-selling expense from operating property ; the segrega- 
tion of transactions with affiliated companies, including separate 
accounts for investments, receivables, and payables involving 
affiliates; the segregation of transmission and distribution ex- 
penses; and provision for straight-line depreciation. 

Until recently very few public utilities have practiced so-called 
depreciation accounting whereby provision is made out of earn- 
ings for the orderly amortization of the depreciable cost of the 
property. The so-called retirement method which provided only 
for reserves sufficiently great to level off the annual charges for 
retirement has been very popular in this field, but there is a 
strong movement at the present time in the direction of deprecia- 
tion accounting. The Federal Power Commission has provided for 
depreciation as against retirement accounting and so has the 
National Association of Railway and Utility Commissioners. It 
is logical to believe that most of the state commissions that have 
not already done so will soon follow them. 

Probably no class of securities increased in public distribution 
any more rapidly during the boom period of the twenties than did 
the securities of public utilities and their holding companies. In 
addition to the feeling that was engendered during that period and 
in the early 1930’s with respect to the financial practices of cor- 
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porations in general and to the issuance of their securities to the 
public, special attention was directed to the practices of the pub- 
lic-utility holding companies and their subsidiaries. The relation- 
ships that existed between operating companies and their parents 
and other affiliates received considerable criticism from a number 
of state regulatory commissions. Usually these affiliated com- 
panies are not subject to the jurisdiction of the state commissions. 
The feeling developed that because of the inability of the regula- 
tory authorities to get behind the transactions between the oper- 
ating companies and their affiliates the operating companies were 
being burdened with costs resulting from these financial practices 
that were detrimental to the consumers. This feeling, coupled 
with the losses to investors accompanying the collapse of several 
well-known holding-company structures, and the attendant pub- 
licity with respect to the practices that had been followed in the 
conduct of those businesses, naturally centered a great deal of 
public attention on the question of regulating holding-company 
systems. The climax came with the Federal Trade Commission’s 
report of its public utility investigation containing severe criti- 
cisms of the financial practices and management policies of the 
industry. The Public Utility Act of 1935, commonly known as the 
holding company act, was the direct result of that report but the 
indirect result of the more general agitation that had previously 
existed. This Act gives the Securities and Exchange Commission, 
among other very extensive powers, the authority to prescribe 
systems of accounts for utility holding companies and their sub- 
sidiaries. 
INFLUENCE OF THE INCOME-TAX LAWS 

Considerable influence has been brought to bear upon account- 
ing practices by the various state and federal income-tax acts. 
These began in 1911 when the state of Wisconsin passed the first 
workable income-tax law in this country. It was followed in 1913 
by the first federal income-tax act, and subsequently similar laws 
were enacted in many of the other states. Not only did the acts 
themselves affect accounting, but, to an even greater extent, the 
pronouncements of the enforcing bodies and the decisions of the 
courts left their imprint. 

Some of this influence had to do with the orderliness and other 
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physical aspects of account keeping. For example, many small 
businesses would probably still be keeping their accounts by single 
entry if it were not for the income tax. Many others who kept 
only memorandum records that were promptly destroyed when 
their immediate purpose had been fulfilled were forced to establish 
permanent records. 

Much, however, was accomplished in the way of requiring the 
adoption of certain accounting principles. The recognition of the 
necessity for depreciation accounting, for example, was very 
greatly advanced by the income-tax laws. 

Unfortunately the particular purposes for which these tax acts 
were passed were such that accounting as developed to comply 
with these purposes often violated good financial and manage- 
ment practice. Thus the refusal of tax officials to permit deduc- 
tions for losses on property before they were definitely realized 
discouraged the recognition of losses at the time they took place. 
This is contrary to good accounting for financial and management 
purposes. The refusal of the Internal Revenue Bureau to recog- 
nize profits or losses on the sale of securities based on average cost 
is another example of the discouragement of good practice by 
income-tax requirements. 

Recently there have been some moves to try to get the Internal 
Revenue Bureau to confer with other governmental bodies inter- 
ested in corporate accounting, such as the Securities and Ex- 
change Commission, with a view to getting income-tax accounting 
more nearly in line and eliminating the necessity for so much 
supplementary record-keeping to satisfy the peculiar require- 
ments of the tax authorities. 

The relaxation of the previous position of the Internal Revenue 
Bureau to the point of agreeing to the last-in, first-out method of 
computing inventory as incorporated in this year’s Act is encour- 
aging, but it is doubtful whether income-tax accounting and 
financial accounting will ever be in complete agreement. 


INFLUENCE OF SECURITY REGULATORY ACTS 


While most of the states of the union, beginning with Kansas 
in 1911, have had blue-sky laws which, to some extent, have had 
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their impact upon the accounting practices of companies seeking 
to sell securities, the strength of the individual blue-sky commis- 
sion has been so limited that even taken as a group they have had 
very little influence upon accounting practices. Because of the 
weaknesses of the individual state laws and the limitations upon 
what they could accomplish in the regulation of security issues, 
due partly to their inability to cope with interstate communica- 
tion and partly to the wide differences among the laws of the 
individual states, there was considerable agitation for federal 
regulation of securities as far back as President Wilson’s adminis- 
tration. When the bitterness growing out of the excesses of the 
1920’s and the losses and disclosures of the 1930’s were added to 
this already strong agitation for federal regulation, it was logical 
that results would follow. Such results came in the form of the 
Securities Act of 1933 and the Securities Exchange Act of 1934, 
both of which were placed under the jurisdiction of the Securities 
and Exchange Commission in 1934. 

Probably no governmental agency has had a more widespread 
influence upon generally accepted principles of accounting than 
the Securities and Exchange Commission. The commission has 
authority to prescribe the form in which information shail be set 
forth and the items or details to be shown in the balance sheet and 
earnings statements, the methods to be followed in the prepara- 
tion of accounts, in the appraisal or valuation of assets and 
liabilities, in the determination of depreciation and depletion, in 
the differentiation of recurring and nonrecurring income, in the 
differentiation of investment and operating income, and in the 
preparation of consolidated balance sheets or income accounts of 
any issuer of securities or its subsidiaries, whenever such securities 
are to be sold in interstate commerce or through the mails and are 
not exempt from the Act; or whenever they are listed on a Na- 
tional Securities Exchange. That means that nearly every cor- 
poration of any size, whose securities are offered for sale to the 
public or are dealt in on one of the stock exchanges, is subject to 
the rules and regulations of the Securities and Exchange Commis- 
sion governing the accounting principles to be observed in the 
preparation of their financial statements. Since practically all 
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such statements must, under the rules of the commission, be 
certified by independent public or independent certified public 
accountants, the practices of all the more important accounting 
firms in the country are, accordingly, affected by such rules and 
regulations. Because the accounting practices of the smaller busi- 
ness organizations and professional practitioners are governed to 
a considerable degree by the practices of the larger ones, it is 
obvious that the whole fabric of business accounting is materially 
affected by the accounting decisions of this commission. 

Because of the significance of the commission’s views it is im- 
portant to indicate briefly the form in which it makes its decisions 
and opinions known. Except for the promulgation of uniform sys- 
tems of accounts for public utility holding companies and service 
companies, where its accounting action is similar to that of any 
public utility regulatory commission, the Securities and Exchange 
Commission expresses its views on accounting matters in five 
principal ways, as follows: 


1. By the promulgation of the forms to be used in filing financial 
statements.—These prescribe in considerable detail the form 
and order of the accounts in the balance sheet, profit-and-loss 
statement, and numerous supporting schedules, including an 
analysis of surplus. While the forms are general guides, they do 
not constitute hard and fast requirements. They all provide 
that ‘“‘the registrant may file statements and schedules in such 
form, order, and using such generally accepted terminology as 
will best indicate their significance and character in the light 
of the instructions.”” However, compliance with certain pro- 
visions of the form is generally insisted upon irrespective of the 
method of presentation adopted by the registrant. Whether 
insisted upon or not, the mere inclusion of a particular principle 
in the form gives it more than ordinary importance in practice. 

2. By the issuance of formal opinions in stop-order or delisting 
cases.—These are formal opinions by the commission, very 
similar to opinions of a court. Facts regarding specific cases 
are dealt with, and any comment on accounting matters in 
such opinions constitutes a precedent to be followed in sub- 
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sequent cases and is likely to be cited by the administrative 
staff and by courts whenever the same accounting question 
may arise. 

. By expression of opinion by the chief accountant of the commis- 
sion.—These opinions are expressions of the chief accountant as 
to what he believes to be sound accounting principles. They do 
not have the force of commission rules or regulations, but they 
constitute a guide to the administrative staff of the commission 
and are generally recognized as statements of principles to 
which the commission may be expected to adhere. 

. By demands upon individual registrants during the process of 
examining the registration statements or annual reports by the 
commission’s staff.—These are usually expressed in the form of 
deficiency memoranda and issue from the registration division 
of the commission. These expressions are much more numerous 
than any of the others, but, owing to the fact that they are 
voiced in individual letters to individual registrants and are 
not given any publicity, they are the most difficult for the 
accounting public to deal with. There is no advance notice of 
the attitude of the commission, and there is no way by which 
other registrants are advised of the position the commission 
may have taken. Many times in the process of examining a 
particular case a decision has to be made by the commission 
before the subject matter can be given as much thought as it 
should receive. In such cases there is good reason for delay 
before the decision is dignified by a public pronouncement that 
would tend to establish it as a precedent. In other instances 
the publication of the basis for the commission’s position would 
be most helpful. This is an unsolved problem of the commis- 
sion that will have to be met sooner or later, but at present it is 
responsible for much of the uncertainty with respect to the 
accounting phases of registration with the commission. 

. By the public addresses of members of the commission and the 
staff—Individual members of the commission and the two 
chief accountants the commission has had to date have, from 
time to time, delivered public addresses in which they have 
expressed their positions on accounting matters. While these 
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are not binding upon the commission, they have usually been 
recognized, both by the public and by members of the commis- 
sion’s staff as guides for their actions. 


The authority of the Securities and Exchange Commission over 
accounting was further extended in 1938 by the passage of the 
“Chandler Act.”’ That act provides that the commission shall re- 
port to the court its opinion of any plan of reorganization sub- 
mitted for any corporation in reorganization under the Federal 
Bankruptcy Act which has total liabilities of $3,000,000 or more 
and that it may, at the request of the court, submit such a report 
covering the plan for any corporation having liabilities of less than 
$3,000,000. Because of the provisions of this legislation the 
recommendations of the commission will have considerable in- 
fluence in the future development of accounting principles relat- 
ing to corporate reorganizations. 


INFLUENCE OF THE STOCK EXCHANGE 

In discussing the influences brought to bear upon accountants 
for the improvement of accounting statements and the adoption 
of more uniform principles, the activity of the Committee on 
Stock List of the New York Stock Exchange should be mentioned. 
A step of major importance in the establishment of uniformity in 
accounting principles was made in 1932 when that committee and 
a committee of the American Institute of Accountants opened 
negotiations with a view to improving the annual reports of cor- 
porations whose securities were listed on that exchange. Mr. 
J. M. B. Hoxsey was the very able executive assistant of the Com- 
mittee on Stock List at that time, and he is entitled to great 
praise for the services he rendered in raising the standards of 
corporate reporting during the time he held that position. 

As a result of the correspondence and conferences between the 
representatives of the Committee on Stock List and the rep- 
resentatives of the institute, five principles were set down as hav- 
ing general acceptance and being of primary importance. These 
five principles together with the correspondence relating to their 
development were published by the American Institute of Ac- 
countants in 1934 in a bulletin entitled Audits of Corporate Ac- 








a is a A. nn nn 


So Ss es 








ACCOUNTING PRINCIPLES 275 


counts. No doubt this joint activity of the stock exchange and the 
American Institute also reflected the general feeling brought 
about by the disclosures in the early thirties with respect to the 
accounting practices of corporations during the boom period of 
the twenties. 

The stock exchange has, for years, worked actively with the 
American Institute of Accountants toward the improvement of 
accounting practices, but after the Securities and Exchange Com- 
mission began to examine the financial statements of corporations 
whose securities were listed on the national securities exchanges it 
was only natural that the center of most of the activity was 
shifted to Washington. However, the stock exchange has con- 
tinued to be interested in the progress being made and has taken 
an active part in a number of the controversies over accounting 
matters between the commission and registrants or their ac- 
countants. 


CHANGING EMPHASIS ON ACCOUNTING STATEMENTS 


To a considerable extent the development of the regulation of 
accounting by public bodies, which we have just been discussing, 
is attributable to the increased importance in the financial world 
of the large number of investors having relatively small holdings. 
As a part of this increased importance of the general public there 
has been a shift in the emphasis that is placed both upon the pur- 
pose of drafting financial statements and upon the relative im- 
portance of the profit-and-loss statement and the balance sheet. 

Financial statements are drafted for a wide variety of pur- 
poses: for the management in its control of business, for govern- 
mental regulatory bodies, for taxing authorities, for prospective 
purchasers of the business as a whole, for bankruptcy courts, for 
creditors, bankers, security holders, prospective security holders, 
etc. It has not been many years since business management rested 
largely in the hands of those who furnished the capital, and the 
necessity of making reports to the investing public did not exist 
except in a relatively few instances. That situation has changed 
materially, and today the major purpose for publishing corporate 
reports is to furnish necessary information to holders of the com- 
pany’s securities who are not sufficiently close to the management 
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to be kept properly informed through more intimate channels. It 
is the content of reports of this kind that has attracted most at- 
tention in recent years, and it is the interests of these public 
investors that have been responsible for many of the recent 
changes in accounting practices. 

It has not been very long since many published corporation 
reports contained no financial information except what appeared 
in the balance sheet, and it was not uncommon for creditors and 
bankers to feel that they had been amply informed when they had 
been given a reasonably comprehensive balance sheet. Possibly 
this was the natural result of the fact that until a quarter of a 
century ago the single-entry system of bookkeeping was very 
common. Under such a system the balance sheet was the only 
statement that could be prepared with any degree of accuracy. 

With the development of large-scale enterprises, businesses 
ceased to be run by their owners and began to be bought and sold 
piecemeal regularly without any change in their management or 
in the nature of the business. It began to be recognized that the 
value of a business, as it is now bought or sold in small pieces, is 
dependent upon the earning power of the existing enterprise 
rather than upon the total of the values of its individual assets 
and their adaptability to a different type of enterprise. With this 
recognition increasing emphasis has been placed upon the profit- 
and-loss statement. Today, and for a number of years past, a 
series of rather detailed profit-and-loss statements has been recog- 
nized as an essential part of any prospectus covering the sale of 
securities. 

Coupled with this recognition of the importance of the profit- 
and-loss statement, there has come an increasing urge to make the 
profit-and-loss statement more conservative as compared with 
the balance sheet. For example, it has not been long since it was 
considered sound and conservative accounting practice for a com- 
pany to write down its physical properties very materially, the 
lower the better, in order that the balance sheet might be con- 
servative. Today that practice is frowned upon because it re- 
sults in an unconservative profit-and-loss statement owing to the ) 
fact that by the write-down of depreciable assets annual charges 
for depreciation are reduced and the income is overstated. 
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Coupled with this recognition of the importance of the profit- 
and-loss statement there is also an increasingly clear visualization 
of some of the weaknesses of the balance sheet. For example, 
much confidence was once placed in the property accounts of a 
corporation as reflected on the balance sheet. Today there is a 
gradually increasing recognition of the fact that the balance-sheet 
amounts may have no significant relationship to anything. Due 
to the wide fluctuations of price levels during the last twenty 
years, property accounts, although carried at cost, may not re- 
flect any basis for determining value or cost of reproduction or 
anything else except deferred charges to operations. Buildings 
purchased thirty years ago although carried in the same account 
with those purchased ten years ago may have very wide differ- 
ences in reproduction costs per dollar of original cost. The weak- 
nesses of balance-sheet presentation have impressed enough of our 
leading thinkers along this line that there is likely to be a con- 
tinuing shift in the direction of placing greater emphasis upon 
the profit-and-loss statement. 


MOVEMENTS TOWARD UNIFORMITY IN ACCOUNTING 

As a result of the active interest of the investing public and 
those who serve them, such as analysts, security-rating agencies, 
and investment executives of insurance companies, banks, trust 
companies, etc., and because of the agitation of governmental 
bodies having regulatory authority over accounting, there has 
been a great deal of thought given recently to the importance of 
developing greater uniformity in the accounting principles fol- 
lowed by companies making public reports of their financial affairs. 

Activity in this direction would not have been possible but for 
the fact that in recent years accountants have developed enough 
of a co-operative professional spirit to act unitedly. The merger 
of the American Institute of Accountants and the American So- 
ciety of Certified Public Accountants in 1936 was for this reason a 
very important step. In 1936 the pamphlet on Examination of 
Financial Statements of Corporations was published by the Ameri- 
can Institute. This pamphlet was a noteworthy contribution in 
the field of auditing and in the course of its discussion of auditing 
procedures it set forth numerous helpful accounting principles 
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The Executive Committee of the American Accounting Associa- 
tion, an organization made up largely of university teachers of 
accounting, published, also in 1936, A Tentative Statement of Ac- 
counting Principles. This has been provocative of a great deal of 
discussion and will undoubtedly have considerable effect upon the 
trend of thought in the future, as it has had since its publication. 

In 1938 the American Institute published a document with a 
much more presumptive title, namely A Statement of Accounting 
Principles which was prepared by two accounting professors and 
one law teacher under the auspices of the Haskins and Sells 
Foundation. Ever since the publication of A Tentative Statement 
of Accounting Principles every meeting of the American Institute 
and the American Association and most of the regional and state 
meetings of the state societies of certified public accountants have 
devoted the larger part of their programs to the discussion of 
problems related to the establishment of uniform principles. The 
same can be said of the accounting clinics that have been spon- 
sored by a number of universities. 

This last year a representative “Committee on Accounting 
Procedure,” composed of twenty-two members from various parts 
of the country representing various viewpoints within the profes- 
sion, was appointed by the American Institute of Accountants. It 
has been authorized to speak for the institute upon matters of 
accounting principle. The president of the institute is its chair- 
man. A research staff, subject to its direction, has been employed 
and a director selected. It is contemplated that this committee, 
after careful consideration, first by its research staff and then by 
members of the committee as a whole, will issue public expres- 
sions of opinion on accounting principles. It is believed that these 
expressions will help materially in the development of standards 
for the profession on various matters now seriously in controversy 
among its members. In issuing these pronouncements the com- 
mittee will express itself in an extended series of opinions, each of 
which will deal with a particular subject. It is hoped and antici- 
pated that the results of the work of this committee will do much 
to meet the criticisms that have been directed at the profession for 
lack of uniformity. 
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The committee is mindful of the fact that in attempting to de- 
velop uniformity there is danger that progressive thinking may be 
discouraged. Realizing this danger, it hopes to be able to express 
its pronouncements in such a way that there will be as little as 
possible of blind following of the committee’s findings. As a 
means to this end it is expected that the reasoning which supports 
each conclusion will be clearly stated so that those who follow the 
recommended practice may do so intelligently. 

The American Accounting Association is also actively con- 
sidering this problem of uniformity. Ever since the publication of 
its Tentative Statement of Accounting Principles in 1936, it has been 
considering the arguments and criticisms relating to that state- 
ment. Its directors of research and its executive committee are 
now working upon a statement of standards of accounting which 
it is hoped will express the concepts toward which the Association 
will desire to see accounting developed. 

There is still much to be done, but the profession is keyed up to 
such a pitch that I firmly believe much constructive improvement 
will be brought about in the near future in the practices of the 
accounting profession which has long stood for honesty and in- 
tegrity with fairness to all parties dependent upon its representa- 
tions. While governmental regulation has had a material effect 
upon the development of accounting principles, it is well, at this 
time, when the government is exercising increasingly greater con- 
trol over accounting, that we realize that there are dangers in- 
herent in public regulation. Accounting procedures must not be 
placed in straight jackets, and accounting thought must not be 
frozen. If that should be the result, as it surely will be if govern- 
mental control goes much farther than it has, the disadvantages 
will far outweigh the benefits. The contribution of public regula- 
tory bodies to accounting has not been an unmitigated blessing. 
In many ways industries whose accounts have been most carefully 
regulated have been the most backward in their practices and the 
last to follow a surge of advancement in the art. Government reg- 
ulation of accounting will continue. It is vital that those charged 
with that regulation be governed by the greatest of wisdom. 











TRANSPORTATION AND MARKETING FACILITIES 
FOR FRESH FRUITS AND VEGETABLES 
IN CHICAGO 
E. A. DUDDY AND D. A. REVZAN"™ 


THE NATURE OF THE FACILITIES 


NY discussion of the wholesale fruit and vegetable mar- 

kets in Chicago must deal principally with the South 

Water Market. Fourteen years have elapsed since that 

market was moved to its present location; therefore a sufficiently 

long period has elapsed to permit an analysis of the factors affect- 

ing the present physical layout of the market, and to make com- 

parison with the situation which formerly prevailed. Some atten- 

tion will be directed to the other wholesale markets for perishable 

produce in order to indicate the manner in which they supplement 
the activities of the South Water Market.’ 

Prior to the opening of the new South Water Market in August, 
1925, the market of the same name was located just north of the 
Loop (the central shopping district of Chicago) on what was then 
known as West South Water Street (now part of Wacker Drive). 
The market extended along both sides of the street for a distance 
of about seven blocks west of State Street (see Fig. 1). Its opera- 
tions at this location were part of an affiliated group of wholesale 
market operations in such perishable commodities as butter, eggs, 
poultry, and provisions, in addition to fresh fruits and vegetables. 
The location of the wholesale markets for these products to the 
north of the Loop dated back to Civil War days and was the result 
principally of historical developments rather than of economic 
reasons.? 


« E. A. Duddy is professor of marketing and D. A. Revzan is a research assistant 
in the School of Business of the University of Chicago. 

2 For information on the location of these markets and their importance see Table 
1 and Fig. 2. 

3 Edwin G. Nourse, The Chicago Produce Market (Boston: Houghton Mifflin 
Co., 1918), p. 14. 
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The actual physical facilities of this market consisted of some 
two hundred buildings in all, many dating from 1871, of from two 
to four stories in height. These buildings, small in size, were not 
well adapted to the sale and display of fresh fruits and vegetables, 
since they had not been constructed in most instances for such 
purposes. Not only were the buildings too small for the amount 
of produce to be handled but there was no provision for central or 
individual-store refrigeration. Damaged produce resulted because 
of the lack of refrigeration and because crowded quarters made 
the display of the commodities on sidewalks necessary except dur- 
ing the coldest weather. Moreover, it was the prevailing practice 
to use the delivery vehicle as a selling facility, the sale being made 
off the wagon in front of the store. 

The resulting congestion hampered the flow of traffic along the 
sidewalks. Even worse was the congestion in the streets where it 
was barely possible to maintain a single lane of traffic in one 
direction. The vehicles of purchasers and those for delivery back 
to the team tracks overflowed into the intersecting north-south 
streets. Often supplies were delivered to these vehicles on hand 
trucks. Merchants opened stores on these streets in an attempt to 
avoid the congestion of “‘the street.’”” The pressure of the mer- 
chants, however, was toward those stores on the south side of the 
street. More shade, deeper store lengths, and alley entrances ex- 
plained their preference. 

But inadequate capacity and antiquated buildings do not alone 
explain the deficiencies of this wholesale market. Much of the con- 
gestion arose from the fact that the market had no direct connec- 
tion with any of the trunk-line railroads entering Chicago. The 
respective team tracks at which produce was unloaded were lo- 
cated from one-quarter mile to two miles from the market (Fig. 
1). With few exceptions these facilities were so located as to in- 
volve a haul through the congested Loop, thus increasing the 
length of time for such movements and slowing down other 
traffic. No attempt had been made, further, to reduce the number 
of separate facilities through unification or by co-operative action 
among the separate railroads except where a road did not own its 
right of way. 
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The various rail facilities were poorly adapted to the handling 
of fresh fruits and vegetables. Shipments were not protected on 
the unloading platforms from either heat or cold and damage 
thereby resulted. The team tracks had been laid out in the days 
of horse-drawn wagons, and, as a result, the driveways were too 
narrow to accommodate the new motor trucks.‘ 

Some attempts were made to offset the delays of the market 
proper by selling operations conducted at the car door. Two fac- 
tors, however, served to restrict the efficiency and scale of such 
operations. At several of the important team tracks, the railroads 
refused to permit peddlers to purchase from or to unload cars.° 
Carlot and less than carlot sales were permitted at other team 
tracks, but, owing to the wide scatter of team-track locations, 
sellers were forced to take prospective buyers from one to another 
with a resulting loss of time because of the distances involved. 
Carlot reshipments to other cities and reconsignments or diver- 
sions were complicated by the necessity for moving cars from 
congested downtown terminals rather than from outlying freight 
yards. 

One exception should be noticed. Specialized facilities existed 
at Fourteenth and Dearborn streets for the track sales of water- 
melons. Although this team track was used by four railroads,° the 

4“*The more commodious team tracks have a driveway between cars standing on 
parallel tracks of 24 feet in width, with a few as narrow as 20 feet. With a one or two 
horse wagon it is possible for one rig to pass another loading with rear end backed up 
to the car door. The‘horses may be swung around and front wheels cramped, leaving 
a space of about g feet for a loaded or empty rig to pass. With an auto truck from 20 
to 22 feet in length, the drive is effectively cut off if the truck is backed into the car 
door for loading. Loading with the truck parallel with the length of the car may be 
resorted to if the truck has side doors or gate, but few trucks are so equipped. Thus 
one truck across a drive may effectively delay the entrance of empty wagons or 
trucks or the departure of loaded vehicles. Loading with the truck at an angle of 90 
degrees with the line of the car is resorted to with some success although it increases 
the difficulty of loading” (Edward A. Duddy, ‘‘Distribution of Perishable Com- 
modities in the Chicago Metropolitan Area,’’ University Journal of Business, 
IV, No. 2 [April, 1926], 155-56). 

5 “South Water Street Is an Old and Busy Market,” Weather, Crops, and Markets, 
February 24, 1923, p. 171. 

® The Chicago and Eastern Illinois, the Wabash, the Grand Trunk, and the 
Monon. 
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Chicago and Eastern Illinois handled practically all the water- 
melons received in Chicago. The arrivals of watermelons over this 
line were so large as to attract the majority of the buyers. Other 
roads, accordingly, switched their cars to these tracks.’ 

At the time of the relocation of the South Water Market, two 
auction companies were operating in Chicago. One of these, the 
Chicago Fruit Auction Company, operated two auction houses 
one (called the Central Fruit Auction) was located on the South 
Water team tracks of the Illinois Central Railroad, while the 
other (called the St. Paul Auction) was located at Kingsbury 
Street and West Austin Avenue on the tracks of the Chicago, 
Milwaukee, and St. Paul. These two auctions, usually operated 
on alternate weeks, had track capacities of 20 and 15 cars, respec- 
tively, and warehouse capacities of 50-60 and 35-40 cars. The 
Independent Fruit Auction Company’s house was located at the 
State Street bridge on the Chicago and Northwestern Railroad 
tracks. This facility had a track capacity of 14 cars and a ware- 
house capacity of 25-30 cars.* 

With all these deficiencies, the market handled some 80,000 
cars of the various fruits and vegetables, with reconsignments and 
diversions of a like amount.’ It was estimated that these receipts 
and shipments resulted in a volume of business of more than 
$200,000,000."° 

Pressure for the removal of the market which had been active 
since 1904 did not become effective until urged by the Chicago 
Plan Commission. As early as 1917 this commission had con- 
tended that street congestion in the Loop would be relieved by 
the removal of the South Water Market and the construction of a 

7 With the relocation of the South Water Market, these facilities were transferred 
farther south to Twenty-sixth and Canal streets. More recently (1932) the Chicago 
Produce Terminal has operated a specialized watermelon yard during the watermel- 


on season which has practically eliminated the Chicago and Eastern Illinois from the 
terminal handling of this commodity. 


8 E. A. Duddy, “‘Report on the Movement of Perishable Produce by Wagon and 
Motor Truck within the Chicago Metropolitan Area” (unpublished report). 

9 “South Water Street Is an Old and Busy Market,” of. cit., pp. 161 and 171. 

© “*How South Water Street Feeds Millions,” Chicago Commerce, August 20, 
1921, Pp. 9. 
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two-lane thoroughfare along the south bank of the Chicago River. 
It was estimated that 15,714 vehicle trips would be eliminated 
and that savings of $12,000,000, through elimination of the waste 
and costs of congestion, would accrue. Impetus was given to the 
proposal by a ruling of the federal government raising the height 
of new bridges across the Chicago River." Proposals for raising 
the grade of the north-south streets to meet the new bridge levels 
were introduced in the city council on June 7, 1922, and an ena- 
bling ordinance was voted on affirmatively in the municipal elec- 
tion of June 2, 1924. Actually, work was begun on the project 
before the South Water merchants had matured plans for a new 
market location. 

There are two groups of trade interests in any wholesale fruit 
and vegetable market which, by the very nature of their business 
interests, have opposing viewpoints as to what constitutes a satis- 
factory market location. These opposing interests conflicted when 
it became necessary to relocate the old market. One group, rep- 
resented by the jobbers and commission agents, has physical pos- 
session of the fruits and vegetables to be sold. For them, the facili- 
ties to be provided for the handling and display of produce were 
all important. This group was concerned about having a market 
relatively free from congestion and readily accessible to the retail 
purchaser. It was contended by this group that no single location 
was available which combined the necessary rail facilities along 
with adequate space for the display and sale of produce to re- 
tailers. Facilities at the rail team tracks, either for the unloading 
or for the reshipment of produce, were secondary in importance 
to them. 

To the second group, however, the terminal-rail facilities were 
of the utmost importance. In this group were the carlot receivers, 
carlot shippers, brokers, and co-operative sales agencies who gen- 
erally needed no facilities for the display of produce since they 
took no physical possession of the goods and sold usually in carlot 
quantities directly at the railroad yard or on the auction. For the 
co-operatives the terminal auction was of primary importance, 


™ See the Bulletin of the Executive Committee of the Chicago Plan Commission, 
January 1, 1922. 








286 THE JOURNAL OF BUSINESS 





although a significant volume moved through other middlemen 
by means of private sales. These groups needed, therefore, only 
office space; they worried more about the adequacy of the team 
tracks, the specialized facilities for the holding or reconsigning of 
cars, ease of access to cars for inspection, and prompt handling of 
reconsignment orders. This second group represented the large- 
scale interests as against the small-scale but more numerous 
interests of the first group. 

The solution, resulting in the new South Water Market, the 
Chicago Produce Terminal, and later the Wood Street Terminal, 
was a compromise of the conflicting interests of these two groups. 
The carlot receivers and brokers supported the creation and main- 
tenance of the new jobbing market, while the jobbing interests 
agreed to co-operate in the use of the new rail terminals.” 

The South Water Market is the most important of the three 
organized wholesale markets operating in Chicago. To these may 
be added chain-store warehouses and miscellaneous warehouse 
and processing plants. Based on 1936 data, 82,298 cars were un- 
loaded from railroad cars and motor trucks in Chicago (see Table 
1). Of this amount, approximately two-thirds moved to the South 
Water Market. If the chain-store and other facilities are omitted, 
the unloads at the principal market then account for 84 per cent 
of the total unloads in the three markets. Thus the South Water 
Market becomes a natural focus for the following discussion of 
physical layout. 

The new South Water Market which was opened on August 29, 
1925, is located about two and one-half miles southwest of the old 
location near the mouth of the Chicago River (see Fig. 2).'3 The 
physical structure of the market place takes the form of six build- 
ings containing a total of 166 store units. These buildings are con- 
structed of concrete, terra cotta, and tile. Each store unit is 24 


12 Only in a single case did one of the largest commission firms in the market 
develop its own rail unloading facilities. An industry track was built in the rear of 
the unit at a reported cost of $25,000. 

*3 The boundaries of the present location are as follows: Fourteenth Place on the 


north, the Baltimore and Ohio Chicago Terminal tracks on the south, Morgan 
Street on the east, and Racine Avenue on the west. 
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feet wide and 80 feet long and contains a basement and three 
floors. The whole market is estimated to have a frontage of 5,600 
feet as compared with a frontage of 4,000 feet in the old market. 
A central brine refrigerator plant supplies each store unit with 
protective refrigeration during the hot months; facilities likewise 
are available for the heating of the units. Elevators are provided 
for each store unit so that the heavy and bulky produce may be 


TABLE 1* 


UNLOADS OF FRUITS AND VEGETABLES AT CHICAGO, 1936 
BY MARKET 














— Number of Percentage of 
Facility ‘ 

Cars Total 
South Water Market............. 55,034 66.88 
Chain-store warehouses........... 14,609 17.75 
Randolph Street Market.......... 7,822 9.50 
South State Street Market........ 2,633 3.20 
I. 6 o.oo os icine cetvw 2,200 2.67 
5 LR eee meee aoe om ee 82,208 100.00 











Cities (US. Department of Agriculture Circ. 403 [Washington, Febranry, 1938), 
Pp. 49. 
moved easily and quickly from floor to floor. A continuous con- 
crete platform is constructed in front of these stores and is covered 
with a heavy glass canopy to furnish protection from sun and 
rain (Fig. 3). 

Accessibility to the stores is obtained by means of both streets 
and alleys so that movements to and from the stores take place 
both from front and rear. The two east-west streets, Fourteenth 
Place and Fifteenth Street are 80 and go feet in width, respective- 
ly. The only intersecting north-south street, Aberdeen, is 56 feet 
wide. 

The site of the market was purchased and the buildings con- 
structed at an original investment of $12,000,000. The price of 
each store unit offered for sale was placed at $67,000, with slightly 
higher valuations on the corner units. Purchasers of these units 
were required to pay monthly instalments of $450 in addition to 
their down payments. On this basis it was estimated that some 
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sixteen years would be required to complete the payments."4 As 
of September, 1938, the ownership of the stores was distributed as 
follows: 1o1 units had been sold under contract to members of the 
fruit and vegetable trade; another 63 units were owned by the 
Chicago Produce District Trust and leased to members of the 
trade; the two remaining units had been paid for in full under the 
terms of the sale contract. 
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FIG. 3 


Other facilities supplement those which have been described. 
A cold-storage warehouse with a capacity of 1,600,000 cubic feet 


14 This amount has been revised because of the business depression and the re- 
sulting receivership into which the market was thrown. 

As a consequence of the financial reorganization of the market, the Chicago Title 
and Trust Company now controls the market as trustee. Actual management of the 
market, however, is delegated to two coagents who, in turn, submit their recom- 
mendations to a board of directors consisting of three trustees and four associate 
trustees. Any person desiring to purchase or lease a store unit must sign either a 
unit sale contract or lease with the Chicago Title and Trust Company. Such policies 
as are approved by the board of directors in co-operation with the coagents are con- 
tained in these contracts and leases. At present the obligations of the South Water 
Market consist of first-mortgage income bonds, certificates of beneficial interest, 
common stock, and Class A and Class B preferred stock (from a letter to the 
authors by H. O. Lee of the Chicago Produce District Trust). 
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and operated by the Central Cold Storage and Warehouse Com- 
pany is located immediately to the east of the market. The Pro- 
duce Terminal Cold Storage Company operates a warehouse with 
1,979,346 cubic feet of space immediately southwest of the mar- 
ket. Brokers, sales agents, and others needing no store space are 
furnished office facilities in the Produce Traders Building and in 
the Produce Exchange Building, both in close proximity to the 
market. Those middlemen either unable or unwilling to occupy 
stores controlled by the Chicago Produce District Trust have 
leased or purchased stores in rebuilt buildings on the north and 
west sides of the market. In 1928 the Great Atlantic and Pacific 
Tea Company, through its subsidiary, the Atlantic Commission 
Company, built a large fruit and vegetable warehouse with direct 
rail facilities one-half mile west of the market. 

Considering physical facilities alone, the new market represents 
a definite improvement over the old South Water Market. The 
new buildings protect and aid in the display of produce because 
they were built especially for the fruit and vegetable trade. The 
market proper now covers a wider area with greater freedom of 
movement resulting from the wider streets. Little use is made of 
sidewalks for display purposes; as a result, the produce is less 
affected by outside temperatures or by dirt from the street. All 
stores now have front and rear entrances. Finally, the market is 
located in a section of the city which is relatively free from street 
congestion. 

THE RAIL TERMINALS 

The amazing fact about the new market, however, is that it did 
not solve the problem of direct contact with any of the trunk-line 
railroads. While the tracks of important trunk-line and switching 
roads adjoin the market to the south, these tracks are constructed 
on an elevated right of way with the result that access is not pos- 
sible without the usual team-track facilities and a street haul into 
the market. Only the warehouses of the Atlantic Commission 
Company and the stores of a single wholesaler have direct rail 
connections. Each of these facilities was built long after the open- 
ing of the market. 
Since the new market does not have any direct rail connections 
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for unload and reshipment purposes, it follows that new facilities 
for the receipt and handling of the rail volume would have to be 
provided. These were, at the time the market was built, the then 
existing team-track facilities for those purposes; but, as has al- 
ready been indicated, these were poorly located, involving in 
many cases long and expensive cartage operations. In fact, the 
maladjustments of the old market location to the points of rail 
unload was one of the principal reasons advanced for the reloca- 
tion of the market in 1925. 

The Chicago Produce Terminal.—It was hoped that this diffi- 
culty would be solved by the opening of the Chicago Produce 
Terminal in October, 1925, at Twenty-seventh Street and Ash- 
land Avenue on the south branch of the Chicago River (see Fig. 
4). The ownership of these facilities, the original cost of which 
was estimated at from nine to twelve millions of dollars, is shared 
by the Atchison, Topeka and Santa Fe Railway and the Illinois 
Central Railroad on an equal basis. By means of this terminal 
facility, all railroads which wish to participate in its use may con- 
centrate at one point their inbound and outbound shipments of 
produce. 

As constituted today, the Chicago Produce Terminal consists of 
six groups of facilities: public team tracks served by 44-foot con- 
crete driveways; an auction house operated by the Fruit Auction 
Sales Company; concentration, hold, and inspection yards;'s a 
potato yard; icing platforms; and classification yards. These fa- 
cilities were not completed until 1930, when the potato yard was 
opened to shippers and trade interests. The regular team tracks 
have a capacity of 673 cars, while the potato yard can accom- 
modate an additional 360 cars and the auction sidings, 128 cars. 
The auction building provides display-room space for 145 cars 
and houses, in addition, the salesrooms and offices of the auction 
company. Space for 306 cars is available in the hold yards, while 
1,000 cars may be handled in the classification, concentration, and 
reconsignment yards. Special platforms allow consignees to in- 
spect as many as 165 cars simultaneously, while other facilities 
permit 30 cars to be provided with ice at any one time. 


's The hold yard was not opened until August, 1927. 
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While the Chicago Produce Terminal is owned by two rail- 
roads, the use of its facilities is open on an equal basis to all rail- 
roads. However, in using these facilities, the other railroads incur 
the following costs: for switching, $12.96 to the Chicago Produce 
Terminal proper and $16.20 to the auction company; and for 
trackage fees, $1.00 on both the loaded and the empty move- 
ments. These switching and trackage fees are absorbed by the 
line-haul carrier in its general freight charge to the shipper. Some 
railroads use their own motive power in reaching or leaving the 
terminal. Others turn over the inbound cars to the Chicago Junc- 
tion Railway, a terminal switching road. The receiver, unless 
merely an agent, pays the unloading charges of 35 cents per ton 
and, in addition, any icing or demurrage charges that may have 
accumulated. 

Although owned by two railroads, the actual operation and 
supervision of the Chicago Produce Terminal is in the hands of 
the Chicago Produce Terminal Company, a corporation formed 
in 1929. With the exception of the auction facilities leased to the 
Fruit Auction Sales Company, this corporation operates all facili- 
ties described above. In connection with the terminal there is a 
joint freight agency to which twenty-one trunk-line railroads and 
two switching roads are parties. Thus the billing and collection of 
freight charges for the movement to this terminal are centralized. 
Inbound cars are classified according to commodities, according 
to consignees, and according to whether they are to be sold on the 
auction. A further division is made between those cars which are 
to be unloaded immediately and those which are to be held in the 
hold yards subject to inspection and possible reshipment. Those 
cars to be unloaded immediately are spotted at the team tracks or 
at the auction sidings. Cars can be moved from hold yards to 
team tracks or auction house within thirty minutes. Providing 
sufficient notice has been given, cars can be moved rapidly to con- 
necting carriers for shipment, reconsignment, or diversion; all 
arrangements completed by late afternoon insure connections 
with outbound evening trains, while diversions filed by 10:30 
A.M. permit connections to be made with early afternoon trains. 


6 These switching charges now in effect represent an 8 per cent increase over the 
former rates. 
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The Wood Street Terminal.—A similar but more specialized 
project known as the Wood Street Terminal was opened in 1930 
by the Chicago and Northwestern Railway to meet the lack of 
such facilities for the receipt and sale of potatoes in carlot quan- 
tities (Fig. 4). The creation of this facility along with the com- 
peting potato yard of the Chicago Produce Terminal is explained 
by the inadequate capacity and inconvenient locations of the 
previous facilities.'7 It should be remembered that the volume of 
movement and the nature of this commodity make track sales 
possible and create the need, therefore, for large team-track 
capacity. 

Prior to 1930 the principal potato terminal was at the Grand 
Avenue team tracks of the Chicago and Northwestern Railroad. 
Invariably during the course of the late potato season the volume 
received at these tracks exceeded their capacity with the result 
that the overflow had to be accommodated at other team tracks 
located at Sixteenth and Jefferson streets. The South Water facil- 
ities of the Illinois Central furnished the most important terminal 
for the early-crop potatoes. For the mid-season crop the most im- 
portant point of unload was on the tracks of the Santa Fe. After 
1925 significant quantities were also handled at the Chicago Pro- 
duce Terminal. Since these and other facilities were not special- 
ized in the handling of potatoes, and since none had adequate 
capacity, confusion and congestion were common. In addition, 
only the platforms and driveways at the Chicago Produce Ter- 
minal had been built to accommodate the motor truck. Further, 
the scatter of potato arrivals over many unloading points meant 
much traveling for buyers in order to inspect a representative 
number of cars. This, in turn, resulted in the uneconomic use of 
the seller’s time. Other points of friction were the lack of recon- 
ditioning and weighing facilities. 

Frequent complaints to the railroads by the individual potato 
receivers led to no constructive results. Only by centralizing their 
efforts through the Chicago Potato Division of the American Fruit 
and Vegetable Shippers Association did they succeed. The results 

‘7 For full discussion of this problem see Charles T. Battin, ‘“The Economic 
Organization and Competitive Status of the Chicago Potato Market’’ (University 
of Chicago dissertation [1937]), pp. 68-79. 
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were twice what they expected; two potato yards appeared where 
a single facility might have sufficed. 

The Wood Street Terminal, consisting of sixty acres of land 
inclosed by fence, to exclude the trespassers and petty thieves 
common to the old tracks, can accommodate 600 cars at the team 
tracks and 1,850 cars in the concentration, hold, inspection, and 
reconsignment yards (Fig. 4). Concrete highways, fifty feet in 
width, and fifteen-foot canopies protect the contents of the 
unloaded cars. This terminal, located about one and one-half 
miles west of the South Water Market, provides additional facili- 
ties such as scales, administration buildings, reconditioning facili- 
ties, club facilities, and telephone booths. For ten months of the 
year—August 15 through June 15—the Wood Street Terminal 
handles all potatoes entering Chicago which are specifically billed 
to it or which do not specifically state any team track. A switch- 
ing charge of $12.50 per car incurred in reaching the terminal is 
absorbed by the trunk-line carrier involved. 

Track sales are restricted to carlot quantities. The location of 
each receiver’s car for each day is indicated on bulletin boards so 
that buyers may quickly locate particular sources of supply. The 
principal purchasers are jobbers, since peddlers are specifically 
prohibited. The degree of organization as well as the size of this 
carlot potato market is indicated by provisions for regular trading 
hours and by the fact that price quotations established here in- 
fluence all other potato transactions in Chicago. 

From June 15 to August 15 the Wood Street Terminal is idle 
because of arrangements whereby early and mid-season potatoes 
are handled at the potato yards of the Chicago Produce Ter- 
minal.'* This terminal, opened in 1930, has been described “as 
admittedly built as a competitive measure.”"? As many as 360 
cars may be unloaded simultaneously. The estimated cost of the 
development was placed at $3,000,000. Only the fact that it can 
be used for other produce could justify the duplication.” 


8 This reflects the situation prior to 1925, when the Illinois Central and Santa 
Fe (now owners of the Chicago Produce Terminal!) handled the bulk of the early and 
midseason crops. 

19 Battin, op. cit., p. 78. 

20 The owning roads do save a switching charge on all cars of potatoes which 
would otherwise move to the Wood Street Terminal. But the added investment, 
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OTHER WHOLESALE MARKETS 

There are, in addition to the South Water Market, two whole- 
sale markets whose characteristics and facilities need to be in- 
dicated. The Randolph Street Market extends for approximately 
five blocks along West Randolph Street from Des Plaines Street 
on the east to Sangamon Street on the west (Fig. 2). Its physical 
facilities consist principally of stores not built especially for the 
fruit and vegetable business. A 100-foot-wide street containing a 
streetcar line runs east and west through the market. 


TABLE 2* 


ANNUAL REVENUE COLLECTED FROM VEHICLES USING 
THE RANDOLPH STREET MARKET, 1920-37 








Year Amount Year Amount 
1920..... $ 3,377.00 1929......| $7,385.00 
1921 3,679.45 1930 ; 6,806.25 
REO 5,838.25 5031... 6,596.25 
_ See 11,266.15 1932.. 6,076.75 
192 ; 11,276.00 a 5,685.25 
re 11,950.25 1934... 3,865.25 
1926... 11,547.00 WE. ines 3,789.25 
a 10, 333-75 1936. 3,050.00 
1928.... 8,587.00 1937. 2,872.00 

















*Source: Annual Reports of the Comptroller of the City of Chicago. 


This market was established by a city ordinance which pro- 
vided, in part, that farmers (upon payment of a daily fee to the 
city of Chicago)* be permitted to sell from their wagons or trucks 
parked in center lanes adjoining the streetcars. Actually many of 
the sellers may be merchant-truckers who have purchased the 
farmer’s produce at the farm. Most of the produce offered for sale 
consists of trucked-in fruits and vegetables together with supplies 
obtained from the South Water Market. Table 2 indicates the 
importance of the market as measured by the annual amounts of 
market fees collected by the city.” 
maintenance, and interest charges on the Chicago Produce Terminal development 
would more than offset this. 

t This fee varies from twenty-five cents for trucks of a capacity of one ton or less 
to fifty cents per day for the larger trucks (or horse and wagon). 

7 It is impossible to estimate the extent of fee evasion through tax-collection 
methods. 
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Based on data for 1936, 7,822 cars of fruits and vegetables were 
received at the Randolph Street Market, with 6,504 originating 
by motor truck. An additional 500 cars were purchased from the 
South Water Market.?3 Although the market does not have any 
direct rail connections, it is only two blocks from the team-track 
facilities of two railroads.*4 It should be noted that not all the 
space at the market is used for {-uits and vegetables. Wholesale 
provision dealers, wholesale florists, and others are likewise to be 
found. 

In addition to the volume of produce handled, this market dif- 
fers from the South Water Market in at least three respects: (1) it 
is a market principally for trucked-in produce from near-by truck 
farms; (2) the majority of the business of sellers is with retailers 
and peddlers; and (3) there is, accordingly, less emphasis on the 
jobbing business, although a few jobbers on the South Water 
Market have opened branch stores on this market. 

The South State Street Market is a jobbing market extending 
for a distance of one block on either side of Seventy-first Street on 
State Street (Fig. 2). Market facilities consist principally of 
wooden shedlike structures housing small jobbers or retailers who 
purchase the produce of truck farmers. Potatoes, California and 
Florida fruit, bananas, and similar produce supplement the home- 
grown produce and are attained principally from the South Water 
Market. The annual volume of sales at this market is small. Dur- 
ing 1936 receipts were the equivalent of 2,633 cars with 1,975 cars 
arriving by motor truck. An additional 500 cars were bought on 
the South Water Market.”* Thus the average sales of this market 
were less than 10 cars per day. As is the case for other wholesale 
markets, the State Street Market has no direct rail connections. 
The Englewood team tracks of the Chicago Rock Island and 
Pacific, however, are located only four blocks to the west. 


[To be continued] 


23 Crow, op. cit., p. 49. 

24 The Union Street team tracks of the Chicago, Milwaukee, St. Paul, and Pacific 
with a capacity of 320 cars, and the Halsted Street team tracks of the Pennsylvania 
with a capacity of 50 cars. 

25 Crow, op. cit., p. 49. 














BOOK REVIEWS 


Marketing. By Cuartes F. Puitirps. Boston and New York: 

Houghton Mifflin Co., 1938. Pp. xvili+781. $3.75. 

This recent addition to the ever growing collection of textbooks for 
the beginning student in marketing provides a readable, well-written, 
and up-to-date book. In a critical Introduction the author defines and 
indicates the scope of his subject. Various approaches to the study of 
marketing are considered. Subsequent discussion of the subject is 
organized under the headings “Marketing of Business Goods,” 
“Marketing of Consumers’ Goods,” and “Marketing Problems.”’ The 
author’s interest in retailing, particularly with reference to the chain 
store, serves to make that portion of the book dealing with this subject 
especially strong. Other features of the book deserving of praise are 
the complete recognition given to the matter of price and nonprice 
competition, the role played by the consumer, and the excellent 
Bibliography with its listings of periodical references. 

An author of an elementary textbook in marketing is faced with 
a difficult problem of organization of subject matter. He must decide, 
after an introductory section, whether to use the functional, com- 
modity, or institutional approach. Once that decision is reached, the 
author must attempt to reduce to a minimum the amount of over- 
lapping material. Shall the treatment of recent trends in institutions 
be accompanied by a discussion of the related legislative changes? Or 
shall the entire discussion of legislation be placed in a separate section 
of the book? Finally, shall the book attempt to give the student only 
the social point of view with reference to marketing or should it intro- 
duce the managerial problems and the manager’s viewpoint? 

Dr. Phillips’ book illustrates what the resulting difficulties are in 
attempting to provide answers to these questions of organization. He 
decides to use the commodity approach and in line with that decision 
limits his discussion to two basic subdivisions, business goods and con- 
sumers’ goods. As a result, in dealing with the marketing of agri- 
cultural products he is forced to talk about one group of products under 
the head of business goods and about another group under the head 
of consumers’ goods. To avoid duplication of material the author 
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writes about co-operatives in the section on business goods, but foot- 
note reference is made to the fact that the discussion applies likewise to 
those agricultural products which are classified as consumers’ goods. 
Again, because of the viewpoint taken, the material on merchant and 
agent middlemen is reduced to questionable proportions, viz., in the 
section on consumers’ goods, agent middlemen are disposed of in three 
pages and a summary table of census materials. 

Prices, nonprice competition, and legislative trends are all discussed 
in the section dealing with marketing problems. While the material 
dealing with price theory is stated with admirable clarity, the author 
gives little evidence that he appreciates the interrelationships between 
this material and material in the main body of the text which is con- 
cerned with the institutional organization of the market. The author 
shifts without warning from a social to a management point of view. 

Pressure is put on the author of a marketing book to make a bulky 
text because many collegiate institutions possess inadequate library 
facilities for collateral reading. Phillips has done a competent job of 
collecting and condensing his materials from a wide variety of sources. 
This quality of the book and the fact that it is especially well written 
have already won for it widespread adoption in the United States. It 
is to be hoped that in a revised edition some attempt will be made to 
provide greater continuity between some of the sections. 


Davip A. REVZAN 
University of Chicago 


Trade Associations in Law and Business. By BENJAMIN S. KrRScH and 
HAROLD R. Suaprro. New York: Central Book Co., 1938. $5.00. 
Conforming to the implications of the first part of its title, this book 

possesses an intensely legalistic flavor; its pages fairly bristle with 

case citations and quotations from opinions and textbooks on the law. 

As a lawyer’s compendium of the dictums and decisions of the courts 

with reference to trade-association activities the work has merit. It 

may be of considerable value to the trade-association executive who, 
perforce, must make himself something of a student of the law in con- 
nection with his many-sided job. 

But if the book be viewed from the point of view of its contribution 
to the literature of business and economics, its value appears to the 
reviewer to be somewhat limited. The text consists largely of quo- 
tations of short excerpts from various sources; there is but little 
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original material or contributory exposition. The economic aspects of 
the trade-association movement are but inadequately discussed—and 
that, largely by implication—despite the fact that the chapter head- 
ings suggest an organization of materials along the lines of trade- 
association functions. The seven-page Index consists principally of a 
list of names of individuals or organizations which are quoted in the 
text or referred to in the numerous footnotes. 

The lawyer may find the book interesting reading; the student may 
find it a useful summary of the general attitudes of the law toward 
certain trade-association operations; but one who expects to ascertain 
“in what respects trade associations are either socially beneficial or 
hostile to the public welfare” or to find in the pages of this book a 
“critique of the strength and weaknesses of the trade association 
movement” (Preface, p. v) will probably be disappointed. 


WIti1aM J. VATTER 
University of Chicago 


Credit Unions in Massachusetts. By JosepH L. SNIDER. Harvard 

University Press, 1939. Pp. 142. $2.50. 

This book, a publication of the Pollak Foundation for Economic 
Research, is one of the few factual compilations about credit unions." 
It reviews the history of credit-union development in Massachusetts, 
which has been a pioneer state in the movement; it presents statistical 
records of success and failure over a quarter of a century; it evaluates 
the different types of credit unions; it compares the growth of credit 
unions with that of personal-finance companies and personal-loan de- 
partments of commercial banks; and it appraises the prospect of 
further expansion in Massachusetts in the light of the advantages and 
limitations of this co-operative financing technique. 

In pleasing contrast to the uncritical enthusiasm of the promoters of 
credit unions under state charters, who claimed all virtues but ad- 
mitted no defects, Dr. Snider concludes from his comprehensive 
statistical data that community credit unions, labor credit unions, and 
fraternal credit unions are unpromising types; and that while some 
room for expansion exists among occupational groups such as postal 
employees, schoolteachers, retail-store clerks, and workers in industrial 

* The others are the reports of the Credit Union Division of the Farm Credit 


Administration; the summaries published by the Bureau of Labor Statistics; and 
this reviewer’s book, Cooperative Consumer Credit (Harper & Bros., 1936). 
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establishments, the employee group must be sufficiently large, charac- 
terized by a sense of group responsibility and loyalty, with comparative 
stability of employment, with amicable relations between management 
and men, and with the management prepared to provide co-operation 
and material aid in the operation of the credit union. 

Very properly, Dr. Snider deplores the excursion of Massachusetts 
credit unions into real estate loans which at one time were more than 
half the total but which have been reduced to one-fourth the total 
today. 

The study leaves unanswered such interesting questions as the 
reasons for which loans are made, the frequency distribution of loans 
by size, the necessity for such loans due to unwise instalment buying, 
the extent to which other consumer credit agencies helped to bail out 
liquidating credit unions, the portion of the loans which are for pro- 
ductive (business) rather than for consumptive purposes, and the 
possibility of discrimination in periods of employment contraction in 
favor of borrowers at the expense of more deserving employees. 


M. R. NEIFELD 
Beneficial Management Corporation 


Government Price-Fixing. By JuLES BACKMAN. New York: Pitman 

Pub. Co., 1938. Pp. xi+304. $3.00. 

“Letting George do it” has from time immemorial been a popular 
means of escaping responsibility in the ordinary walks of life; it is 
being advocated to an ever increasing extent as a means of disposing 
of difficulties in economics—“George,” in the latter case, being the 
governmental authority. Not the least of the problems which have on 
occasion—and with recently increasing emphasis—been handed over 
to government for solution is that of establishing prices which will 
serve to obviate the “demoralization of industry” of which business- 
men so often complain. The book under review is an attempt to 
evaluate the methods which governmental agencies have employed 
and the results which have attended the use of such methods of es- 
tablishing or controlling the prices of various products. 

As an economic policy the fixing of prices by governmental agency 
is one which raises two issues for consideration: first, whether prices 
can be established or effectively controlled by such means as are 
available; and, second (which is much more significant in the opinion 
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of the reviewer), whether governmental or any other type of price con- 
trol can achieve the ends of social policy to a higher degree than can 
be attained by either unrestrained or regulated price competition. The 
first of these questions is examined quite fully in ten of the twelve 
chapters of this book; the second, in the opinion of the reviewer, is 
rather inadequately emphasized. 

The author presents an excellent summary of the history of govern- 
mental excursions into the field of price control. Beginning with the 
World War, he describes international agreements and price-stabili- 
zation plans of this and foreign governments, as well as the price- 
fixing aspects of the N.R.A. and the A.A.A. Various methods of price 
control are examined in detail; direct price-setting is contrasted with 
indirect means of controlling prices by production and marketing 
restrictions; the weaknesses and failures of numerous ventures in the 
field of price administration are discussed. A list of the projects con- 
sidered in the book covers six pages in the Appendix. 

The chapter which deals with cost of production as a basis for price- 
fixing is disappointing. Emphasis seems to be placed on the problems 
and inadequacies of accounting analyses of average cost rather than 
upon what seems to the reviewer to be the function of differential-cost 
data in establishing price minimums. The average cost of the marginal 
producer would seem to have but little significance in the problem of 
short-run price determination. There is, however, considerable truth 
in the discussion despite these limitations. 

The book is not an original contribution, nor does it pretend to be 
exhaustive; much of the material has been presented at other times and 
by other writers who are listed in a thirteen-page Bibliography at the 
close of the book. Yet those who find themselves unable to cope with 
the voluminous literature of the field will discover in this book a useful 
short cut toward the acquisition of some appreciation of the essential 


issues of governmental price control. 
WILiiAM J. VATTER 


University of Chicago 


The Economics of Corporate Saving. By J. Ettwoop Amos. Urbana: 
University of Illinois Press, 1937. Pp. 136. $2.00. 
The difficulties involved in calculating the annual savings of indi- 
vidual corporations are adequately described in the first two chapters 
of this book. Such difficulties are, to a large extent, ascribable to lack 
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of uniformity of accounting methods and practices as well as to the 
reluctance of corporate management to reveal enlightening details of 
operation. 

In the third chapter are discussed the methods which others have 
used in estimating corporate savings. The chief deviation of the author 
from conventional practice consists in the separation of corporations 
with operating deficits from those with positive incomes so that during 
years in which all corporations taken together show a net deficit or 
negative saving, the economic influences of those with positive savings 
may be analyzed separately. 

In the chapter on the economic effects of corporate savings the 
most obvious feature is the tendency of such savings to disrupt the 
normal operations of the economic system in the allocation of capital 
to the most productive uses. Other economic effects, such as the di- 
version of savings from consumption use by stockholders and the 
intensification of concentrated control, are also discussed. 

A chapter on the undistributed-profits tax is included, apparently as 
an afterthought on the part of the author. Though this subject is 
unquestionably important, it is not well handled and the chapter 
consists largely in a description of the regulation plus a summary of the 
well-known objectives and objections to the tax as administered under 
the act of 1936. 

One may scarcely say that any considerable contribution has been 
made in this book, particularly from the point of view of economic 
theory. Although over one-third of the book is devoted to the de- 
velopment and presentation of statistical data, relatively little use is 
made of them in the development of significant conclusions. Such con- 
clusions as are arrived at by a priori reasoning, though well pre- 
sented, do not constitute advances in economic thought. 


RosBErtT L. Dixon, Jr. 
University of Chicago 


Depreciation Principles and Applications. By Eart A. SALIERS. 3d ed. 

New York: Ronald Press Co., 1939. Pp. xi+482. $5.00. 

A book of nearly five hundred pages devoted to depreciation should 
consist of an inventory and thoughtful evaluation of practical and 
theoretical accomplishments in the field to date. Extreme care should 
be exercised in choice of phraseology so that ambiguities and incon- 
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sistencies, at least, are rigorously avoided. The author should supply a 
suggestive background for continued advancement in the formulation 
of sound principles. 

It is perhaps unfortunate that the present work is a revision of a 
book with the same title written in 1922, which in turn was a revision 
of Principles of Depreciation, published in 1915, since, with few excep- 
tions, the references cited are dated before 1922. The book does not 
constitute an up-to-date inventory of accounting thought on the 
subject, either good or bad. 

The author leaves much to be desired in his choice of phraseology. 
For example, in describing the function of the depreciation reserves 
the following statement is made: 

Depreciation reserves are set up to avoid overstatements of profits. They 
do not form a part of surplus except in so far as they are excessive. For this 
reason dividend payments are not properly chargeable against them, and 
they should not in any case be so charged as long as there exists any dis- 
tributable surplus. 


Saliers does not point out that the reserve for depreciation, properly 
accumulated, is nothing more than a subtraction from the book value 
of an asset—a bookkeeping convenience—and that to charge a divi- 
dend to the reserve is tantamount to debiting the asset itself. 

It is somewhat surprising that the author insists upon perpetuating 
the use of the term “reserve” for “depreciation” with its misleading 
implications. Possibly as a result of this usage he himself is led to 
endow the “reserve” with an impossible function. ‘The proper func- 
tion of the depreciation reserve is to provide for the replacement of 
original cost.’’ Professor Hatfield has made a collection of just such 
quotations. 

From the standpoint of consistency, the foregoing quotation should 
be compared with a later one: 

While it may be desirable to accumulate a reserve whose growth exactly 
counterbalances the gradually decreasing value of the asset, it is perhaps 
more important that it shall be sufficient to make the necessary replacements 
when desired. 


Does he still mean original cost? 

Further to confuse the issue, one finds the statement that “‘fluctu- 
ating replacement costs are contingencies which should be treated as 
are other contingencies, i.e., by liberal accumulations of surplus, or by 
the sale of securities.” 
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By means of an imperfect analogy the author displays his stand in 
connection with the question of abandoned or replaced assets as 
follows: 

Obsolescence is an element in the cost of replacement and must be added 
to the cost of the more efficient property, just as the purchase price and cost 
of removal of old buildings is added to the cost of a new one built on their 
site. 


A review of this book might be extended indefinitely merely by the 
addition of quotations. In general, it may be said that the material is 
not well organized. For example, after completing the theoretical dis- 
cussion of depreciation in the first fifteen chapters, chapter xvi is 
entitled ‘What Is Income?” The question should have been proposed 
at the beginning rather than at the end. This raises a fundamental 
criticism to the effect that throughout the book insufficient attention 
is paid to the problem of the relation between depreciation and income 
determination. Without qualification Mr. Saliers says: “The adjust- 
ment made at the end of an accounting period wherein depreciation ex- 
pense is charged and the depreciation reserve is credited results not in 
loss, but in recovery of disappearing values.” The question of the 
amount of revenue received during the period is unfortunately not 
considered at this point. 

The Preface states that the author “has endeavored to meet the 
requirements of professional accountants, engineers and lawyers, as 
well as corporate officials concerned with the financial and physical 
problems of maintenance and repairs.” The academician has ap- 


parently been excluded advisedly. 
RosBeErT L. Drxon, Jr. 
University of Chicago 


The Theory and Measurement of Demand. By HENRY Scuuttz. Chi- 
cago: University of Chicago Press, 1938. Pp. xxxi+817. $7.50. 
This book is a comprehensive treatise dealing with problems which 

arise in formulating a mathematical theory of demand and in the 

statistical derivation of approximations to parameters in demand 
functions. On page 659 the author gives an excellent summary of the 
scope of the book: 


The present work is the first systematic treatise on the subject. It begins 
with a résumé of the modern mathematical theory of demand and then pro- 
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ceeds to summarize, compare, and evaluate the various methods and pro- 
cedures that have been suggested for deriving demand curves from statistics 
[Part I]. Finally, it utilizes some of these methods and procedures in deriving 
the American demand functions for sugar, corn, cotton, hay, wheat, potatoes, 
oats, barley, rye, buckwheat, and for beef, pork, and mutton; and the Canadi- 
an demand functions for sugar, tea, and coffee [Parts II and III]. An im- 
portant feature of this work is the comparison of the elasticities of demand 
and the rates of shift of the demand curves of the various commodities ob- 
tained by the different methods. 


The statistical chapters contain the equations of the various demand 
functions, numerous tables and charts, economic interpretations of 
the results, and many interesting and valuable comments with respect 
to the commodities being studied. The discussions of the data and of 
their limitations are unusually good not only in the chapter devoted 
exclusively to them (chap. v) but also in later chapters. The statistical 
studies are more extensive than any previously made in this field and 
they are as outstanding in quality as they are in scope. An excellent 
set of more than one hundred charts supplements the verbal presenta- 
tion. The book is more than a mere summary of the results of multiple 
correlation studies, however, for the author’s formulations of economic 
theory and his critical discussions of the contributions of other econo- 
mists are of even greater importance. 

In addition to many contributions to methodology designed for the 
analysis of demand, the author has organized in convenient form 
material on multiple correlation and sampling which has hitherto been 
available only in scattered journal articles. Few advanced texts in 
statistics present so much material on correlation analysis, and none 
contains such an excellent presentation of recently developed methods 
for computing multiple-correlation constants.' 

The author uses standard errors as “‘one of the measures of goodness 
of fit’ because the characteristics of time series are such that the com- 
mon tests of significance are not strictly applicable (pp. 212-15). The 
concept of a posteriori probability is explained (p. 128) and the im- 
portance of its use in supplementing “purely statistical tests with all 
the theoretical and factual knowledge at our disposal” is emphasized 
(p. 214). 

A regression coefficient which exceeds its standard error is con- 
sidered “significant” (p. 587). Since the terms “goodness of fit” and 


* Appendix C, which contains much of this material, has been published as a 
separate monograph. 
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“significance” are commonly used in a technical sense in connection 
with tests based on conditions of simple sampling, their use here is 
confusing; but in the case of important variables, Schultz’s apparent 
meaning is consistent with the principles cited in the previous para- 
graph. For example, a negative regression of consumption on price is 
supported more strongly by economic theory than by the ¢-test which 
is based on the more or less inapplicable assumption of simple sampling. 
Even when it is applicable, the ¢-test does not furnish evidence of 
absence of relationship. If this “unorthodox interpretation” (p. 587) 
directs some much-needed attention to the importance of a priori 
knowledge in the form of scientific principles, it will have served a 
useful purpose. 

Even if the demand function were the unique mathematical re- 
lationship assumed for purposes of analysis, many factors in addition 
to errors of measurement might lead to deviations from the regression. 
Some of these are substitution of available approximations for ideal 
series, inadequacies of deflation techniques, and effects of neglected 
variables as well as the inability of simple functions to represent the 
relationships apparent among the few variables included in the study. 
Although these factors are discussed at length elsewhere, the reviewer 
feels that specific attention to some of them in the discussion of 
“errors” and their bearing on the choice of methods of curve-fitting 
would have enhanced the value of the analysis. The author states that 
“since the consumption series are subject to greater error than are 
the price series, this procedure [determining the regression of consump- 
tion on the other variables] should lead to the most significant results” 
(p. 149). Repeated references to this statement imply that “error’’ 
refers to errors of measurement only. 

Statistics derived from samples by the method of least squares are 
sometimes said to be the most probable values (maximum likelihood 
estimates) of the corresponding parameters in the universe. This is 
true only if the distribution of errors corresponds to conditions of 
simple sampling with restrictions which depend on the particular 
regression which is being used. For ordinary regressions these con- 
ditions include normality, homoscedasticity, independence, and strati- 
fication with respect to the independent variables. With respect to 
quantitative findings, Schultz’s preference for consumption as the 
dependent variable is probably of minor importance. His reason for 
the choice may have more serious consequences, however, for it serves 
to divert attention from interesting and important problems connected 
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with other types of deviations from regression. An analysis of the 
errors in some of the variables might reveal an absence of randomness 
for which some adjustment can be made. Professor Yntema has dis- 
cussed in this connection the importance of improvement in the 
technique of deflation.? 

The Theory and Measurement of Demand is worthy of the many 
years of research which were spent in its preparation. For its scholarly 
presentation of original research in economics and its elegance of 
exposition it is deserving of the highest praise. It is a pleasure to add 
that the book is unusually free from misprints and other troublesome 


errors. 
Joun H. SmitH 


School of Business 
University of Chicago 


2 Theodore O. Yntema, “Henry Schultz: His Contributions to Economics and 
Statistics,” Jour. Pol. Econ., April, 1939, p. 159. 





